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At the annual meeting of the firm, held at Seaview Country Club, Absecon, 
N. J., last Fall the technical sessions were devoted to discussions of various 
phases of the federal income and excess profits tax law and regulations. A 
number of papers were presented, which the firm believes will be of special 
interest to the Staff, and which are reproduced in this issue of the L. R. B. & M. 
JOURNAL. 


LIFO Method of Inventory Valuation 


By GODFREY W. WELSCH 
(New York Office) 


Although the Revenue Act of 
1939 permitted all taxpayers, by 
meeting certain conditions, to adopt 
the elective or last-in, first-out 
(LIFO) method of inventory valu- 
ation authorized by Section 22(d) 
of the Internal Revenue Code, the 
strict administrative policy pursued 
by the Treasury Department 
proved a deterrent to many tax- 
payers who would otherwise have 


| availed themselves of the right 


given by the statute. As first ad- 
ministered, LIFO appeared suitable 
only for those industries using a 
uniform, or substantially uniform, 
raw material which represented the 
preponderance of the value of the 


| finished product, and which had a 
| long processing period. 


Since that time, however, Tax 
Court decisions upholding the right 


of taxpayers to use the “dollar 


' value” 


and the “retail method” 
adaptations of LIFO, followed by 


Treasury acquiescence and amended 
regulations, have greatly broadened 
the field to which LIFO may be 
applied. In addition, the Treasury 
has greatly liberalized its early re- 
quirements that very narrow cate- 
gories of goods be used under the 
LIFO method. In 1944, T. D. 5407 
(1944 C. B. 83) amended the regu- 
lations to permit manufacturers and 
processors to combine in one cate- 
gory raw material and the raw 
material content of goods in process 
and finished goods, at the same time 
permitting combination of similar 
but not identical raw materials into 
single groups. 

Thus some of the earlier reasons 
for the hesitation of taxpayers to 
adopt LIFO have been eliminated. 
But in order to provide maximum 
tax advantages, LIFO should be 
adopted at a low point in the price 
cycle. Many taxpayers, having 
missed the early low point in 1939, 
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felt that they had lost their chance 
and they thereupon dismissed the 
thought of LIFO. 

With the reenactment of an ex- 
cess profits tax in 1950 and the 
strong possibility of continued in- 
flationary price rises in raw mate- 
rials, executive thinking again be- 
gan to consider the advantages of 
shifting to LIFO. Many companies 
elected LIFO for their fiscal years 
just closed. The annual reports of 
these companies, with statements of 
reduced inventory value and conse- 
quent tax savings due to LIFO, 
have stimulated executives of cor- 
porations in similar industries to 
give the matter careful considera- 
tion. 


Factors to be Considered in Adopting 
LIFO: 


The decision as to whether or not 
to change to the LIFO method of 
valuing inventory is one that must 
be made by those executives re- 
sponsible for the establishment of a 
taxpayer’s general business policies. 
It is not primarily an accounting 
problem. However, the accountant 
can assist in the reaching of a cor- 
rect decision by pointing out the 
various factors which must be con- 
sidered. Before making any final 
decision to change to LIFO, com- 
petent accounting advice should be 
obtained as to the treatment best 
suited to the nature of the tax- 
payer’s business. 

The basic theory underlying the 
LIFO method of inventory valua- 


tion is that a certain quantity of 
inventory must be maintained if a 
company wishes to continue in busi- 
ness; that this required quantity is 
more in the nature of a fixed asset 
than a current asset; and that 
fluctuations in the value of this 
basic inventory give rise to mere 
unrealized profit or unsustained loss 
which should not be reflected in 
taxable income. 

Under the LIFO method, the 
basic inventory is carried on the 
books of the company at the price 
at which it was acquired, and as 
long as current purchases are suf- 
ficient to provide for current sales 
of the company’s product, the cost 
of the basic inventory does not 
affect the cost of goods sold. Thus 
current purchases are matched 
against current sales. Paper profits 
which arise from an advance in the 
price level are eliminated from in- 
come. The tax advantages to be 
gained from LIFO when tax rates 
are high and costs are rising are self 
evident, but because, under present 
law LIFO inventories must be 
carried strictly on a cost basis, no 
write-downs to market prices are 
permitted if the market falls below 
cost. To the extent of the quantities 
on hand at the beginning of the year 
of election of LIFO, inventory costs 
are frozen to the costs in effect on 
that date. Should the market fall 
below the basic LIFO prices, the 
inventory write-down is not avail- 
able as a tax deduction until the 
inventory is liquidated. Therefore, 
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before an election to use the LIFO 
method is made, possible future tax 
costs of price declines should be 
carefully weighed against calculable 
immediate tax savings. 

Coupled with the requirement 
that LIFO inventories be carried at 
cost is the requirement that the 
closing inventory of the year pre- 
ceding the year of the election of 
LIFO be adjusted to agree with the 
opening inventory of the year of 
election stated at cost. If there 
have been substantial write-downs 
to market in the valuation of such 
closing inventory the resulting ad- 
justment to income could result in 
a large tax liability. Such liability 
must be calculated and weighed in 
conjunction with comparative tax 
rates and known and anticipated 
savings. 

Another factor to be considered 
is anticipated fluctuation in year- 
end inventory quantities. An ex- 
amination should be made of 
comparative quantities of inventory 
on hand at the end of several pre- 
ceding years to determine relative 
stability of year-end quantities. 
The basic theory of LIFO is predi- 
cated upon the maintenance of a 
minimum quantity of inventory. 
Fluctuation of inventory quantities 
under the LIFO method of inven- 
tory accounting can result in the 
bunching of profits in high tax rate 
years. 

The various adaptations of the 
LIFO method which have been ap- 
proved by the Tax Court and the 


Treasury now make it possible for 
any taxpayer, regardless of the 
nature of its business, to adopt 
LIFO. However, some taxpayers 
with complex inventories do not 
maintain their records in such a 
fashion that the information re- 
quired for an adaptation of LIFO 
is readily available. The cost of 
procuring such information some- 
times becomes a factor in the deci- 
sion of whether or not to adopt 
LIFO. 


Establishing Appropriate Inventory 
Categories: 

When the inventories of a tax- 
payer consist of homogeneous cate- 
gories of goods it is a simple matter 
to set up one or more inventory 
pools using the natural unit of the 
goods in the pool as the unit of 
measurement of increase or decrease 
in inventory. For example, a pro- 
ducer of crude oil would have one 
inventory category—crude oil—and 
the barrel would be the appropriate 
measurement standard. 

As the business of a taxpayer gets 
more complex, increasing difficulties 
are encountered in the setting up of 
inventory pools which will correctly 
reflect the taxpayer’s income under 
the LIFO method and yet not un- 
duly complicate the taxpayer’s ac- 
counting procedure. The producer 
of crude petroleum sells his products 
toarefinery. The petroleum refiner 
not only has an inventory of crude 
oil, his raw material, but he must 
also maintain inventories of the 
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various refined products such as 
gasoline, wax, fuel oil, kerosene, 
lubricating oil, etc. Charges for 
transportation, labor and refinery 
expense have been added to the 
raw material and must be reflected 
in the closing inventories. 

A variety of methods of establish- 
ing inventory categories is available. 
The major ones will be discussed 
briefly below. 

The taxpayer may elect to put 
only that portion of its raw material 
which is still in the raw state on 
LIFO and retain work in process 
and finished goods on a first-in, 
first-out basis. This is feasible 
where the conversion or finishing 
processes are comparatively rapid, 
only small quantities of finished 
goods are retained on hand and 
labor is a minor element in the total 
cost of the finished product. A com- 
pany which keeps a large stock of 
steel sheets on hand and which 
stamps or die cuts this steel to shape 
on special order, delivering the 
orders as completed, is an example 
of a taxpayer which might find the 
above method most suitable to its 
needs. 

Where labor continues to remain 
a minor element of total cost but 
where the conversion process is of 
long duration or where large stocks 
of finished goods are customarily 
maintained, a variation of the above 
method is permitted. Under the 
regulations a taxpayer may com- 
bine in one pool not only the raw 
material which is still in the raw 


state, but also the material which is 
a component part of the work in 
process and the finished goods, re- 
taining conversion costs on a first- 
in, first-out basis. 

In industries where labor costs 
become an important part of the 
cost of the finished goods it is 
usually desirable to use the LIFO 
method for valuing the conversion 
costs as well as material costs. One 
method of doing this is to establish 
separate categories for raw mate- 
rials, work in process and finished 
goods and to consider each of these 
categories as a separate inventory 
pool. This was the method insisted 
upon by the Treasury when LIFO 
was first made available to all tax- 
payers in 1939 but subsequent rul- 
ings and regulations have liberalized 
the early restrictions. A disadvan- 
tage of this method is that the tax- 
payer may suffer a liquidation in its 
raw material because of a decrease 
in the quantity on hand as raw 
material at the end of a year even 
though the raw material still re- 
mains on the taxpayer’s premises as 
a component of increased stocks of 
work in process and finished goods. 

Although there is as yet no official 
Treasury sanction, it is believed 
that another method of carrying 
labor and overhead at LIFO values 
which will be permitted for tax pur- 
poses is to establish inventory pools 
for (a) raw materials (including raw 
material in work in process and 
finished goods) and (b) conversion 
costs. The cost components of the 
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inventory would be accounted for 
rather than the specific goods. 


“Dollar Value’ LIFO: 


The use of a natural unit of 
measurement is simple and desira- 
ble but when a taxpayer manu- 
factures or distributes a large 
variety of products, the practical 
application of such a method is 
impossible. Take, for example, a 
retail department store with thou- 
sands of unrelated items in inven- 
tory or a distributor of wholesale 
grocery products which maintains 
inventories of innumerable types 
and sizes of cans and boxes of fruits, 
vegetables, soap products, condi- 
ments, etc. It is impossible to com- 
bine these items in one inventory 
pool and arrive at a common de- 
nominator of natural unit measure- 
ment, yet to attempt to set up a 
separate inventory pool for each 
type of item would present an in- 
surmountable task. Even if it could 
be successfully accomplished the 
many liquidations and increases in 
inventory pools that would neces- 
sarily occur each year would so dis- 
tort income that the method would 
conflict with the requirement that 
it clearly reflect the taxpayer’s in- 
come. On the other hand, the In- 
ternal Revenue Code makes the 
LIFO method available to any tax- 
payer regardless of the nature of the 
business in which it is engaged. 
Because of the tax savings possible 
through the use of the method, a 
denial of its use to any one taxpayer 


or group of taxpayers would be dis- 
criminatory. A method had to be 
devised therefore to enable tax- 
payers having large inventories of 
related but unlike products to use 
LIFO. After several court decisions 
in favor of taxpayers, the Treasury 
amended the regulations to permit 
the use of a method wherein changes 
in inventory are measured by 
changes in the basic dollar value of 
the inventory regardless of the 
changes in the physical nature of 
the inventory. As adapted to use 
by retail department stores, the 
method is known as the “retail 
LIFO method.” Under the “retail 
LIFO method” an approved index, 
prepared by the Bureau of Labor 
Statistics, is applied to depart- 
mental inventories to arrive at the 
quantitative change in inventory. 
Increase or decrease in “inventory 
units” expressed in dollars on the 
price level at the beginning of the 
year is thus computed. If there is 
an increase, this must be revalued 
at the close of the year and reduced 
to cost. The cost of the addition is 
then added to the LIFO inventory 
at the first of the year to obtain the 
LIFO valuation at the year’s end. 

As adapted to use by taxpayers 
other than retail department stores, 
the method of destroying the physi- 
cal identity of goods within an in- 
ventory and substituting therefor 
dollar terms, is known as the “‘dollar 
value” method of LIFO valuation. 
In general, the principle of dollar 
value LIFO may be explained as 
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follows. Changes in inventory are 
measured by changes in the basic 
dollar value of the inventory regard- 
less of the changes in the physical 
nature of the inventory. A closing 
inventory is priced at opening in- 
ventory prices and compared with 
the opening inventory. If the clos- 
ing inventory at opening inventory 
prices is less than the opening inven- 
tory there has been a liquidation of 
inventory and the closing inventory, 
priced at opening inventory prices 
becomes the LIFO dollar value 
inventory. If the closing inventory 
at opening inventory prices is 
greater than the opening inventory, 
the excess is the inventory incre- 
ment. An index of the increase or 
decrease in prices during the year 
is computed by dividing the value 
of the closing inventory at closing 
inventory prices by the value of the 
closing inventory at opening inven- 
tory prices. The value of the 
closing LIFO inventory is obtained 
by multiplying the inventory incre- 
ment by the index and adding it 
as an inventory layer to the open- 
ing inventory. 


Narrow vs. Broad Classification 
Under Dollar Value Method: 


In any election of the LIFO 
method of inventory valuation, seri- 
ous consideration must be given to 
the inventory groupings or pools to 
be used. Broad classifications per- 
mit taxpayers to maintain substan- 
tially equivalent quantities of in- 
ventory on hand from year to year 


regardless of changes in quantity 
of various components of the total 
inventory. Narrow classifications 
may lead to substantial liquidations 
of portions of a taxpayer’s inven- 
tory with offsetting increases in 
other portions and a consequent 
distortion of income. Broad classi- 
fications are generally more attrac- 
tive to taxpayers from a tax and 
accounting viewpoint because, with 
fewer categories of inventory, ac- 
counting work is simplified and the 
reduction of the danger of liquida- 
tion of basic inventory helps stabil- 
ize income over periods of years. 
On the other hand, when the law 
provides relief, such as that con- 
tained in Section 22(d)(6) of the 
Internal Revenue Code, against 
taxation of “‘paper profits’’ realized 
from certain involuntary liquida- 
tions of inventories, narrow classi- 
fications sometimes enable a tax- 
payer to maintain better control 
over inventory costs, without risk- 
ing the dangers of high taxable 
profits from involuntary liquidation, 
provided the failure to replace is 
caused by one or more of the fac- 
tors enumerated in Section 22(d) (6). 
For example, should falling prices 
result in a situation wherein certain 
narrow categories of inventory are 
costed in excess of current market, 
a taxpayer might find it feasible to 
reduce its inventory quantity of 
one or more of these narrow cate- 
gories to a minimum at the end of 
a given year. Replacement could 
(Continued on page 60) 
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Relief Provisions in the Excess Profits Tax Act 
of 1950 


By JULIAN O. PHELPS 
(Chicago Office) 


Provisions Based on 
Industry Rates of Return 


Relief is given under the general 
relief provisions in the excess prof- 
its tax law by allowing a more fa- 
vorable excess profits credit to cor- 
porations meeting certain tests. 

A comparison of these provisions 
with the old Section 722 shows two 
outstanding differences. First, the 
1950 law avoids the reconstruction 
of a so-called normal income which 
caused so much difficulty under 
Section 722. Second, because of 
more liberal provisions under the 
general rules for computing the 
excess profits credit, there is less 
opportunity to apply the new 
relief provisions. 

The plan under the 1950 law is 
to base relief on the result obtained 
by applying an industry rate of re- 
turn to the total amount of assets 
of the taxpayer seeking relief. The 
rates of return have been compiled 
by the Treasury Department for 
various industrial groups from the 
tax returns filed by the members of 
each group for the base period years. 
The groupings are very broad; for 
example, group 37, Transportation 
Equipment, includes the manufac- 
turers of all kinds of motor vehicles 
and parts therefor, also aircraft and 


parts, ship building and repairing, 
railroad equipment, street cars, 
motorcycles and bicycles, horse- 
drawn vehicles, wheelbarrows and 
pushcarts. It will only be an acci- 
dent if the industry rate which a 
particular taxpayer may use is close 
to the experience of the companies 
with which it competes. 

The Standard Industrial Classi- 
fications Manual published by the 
Bureau of the Budget contains a 
detailed description of the various 
industrial groups. This publica- 
tion is useful in cases where it is 
difficult to determine the group to 
which a company belongs. 

The general relief provisions re- 
late to abnormalities in income, 
changes in product, increases in 
capacity, new corporations and de- 
pressed industries. This list in- 
cludes the principal types of cases 
covered under the old Section 722 
except that changes in management 
are omitted. Except for new corpo- 
rations, there is always a qualifica- 
tion test based on an arithmetical 
formula. The failure, even by one 
per cent or less, to pass the required 
test bars the taxpayer from relief 
under the particular provision. 

Except for new corporations, a 
taxpayer seeking relief under one 




















8 L. R. B. & M. Journal 





of these provisions must have com- 
menced business not later than the 
beginning of its base period. Under 
the new corporation provision, the 
taxpayer must have begun business 
after the beginning of the base 
period. A taxpayer does not com- 
mence business merely by obtaining 
a corporate charter. It must have 
taken some step toward actual 
operations such as buying land for 
a plant or hiring personnel. 


In certain cases involving tax- 
free transactions, the date that a 
predecessor commenced business is 
considered to be the date that the 
taxpayer commenced business. 


Abnormalities in Base Period In- 
come: 


Under the abnormality provision 
the taxpayer may be able to qualify 
for relief if, during the base period, 
its operations were interrupted by 
physical events or its business was 
depressed. For example, the tax- 
payer’s plant may have been shut 
down for some part of the base 
period by a flood or a strike. The 
taxpayer’s business may have been 
temporarily depressed by the inter- 
ruption of a foreign source of raw 
materials. The temporary loss of 
customers due to drought conditions 
might qualify. The Senate Finance 
Committee report also mentions 
price wars. However, under Section 
722 the Tax Court usually ruled 
that a taxpayer complaining of 
price wars was only suffering from 


intense competition for which no 
relief could be allowed. 

Under the general rule for com- 
puting the income credit, the poor- 
est year in the base period is 
eliminated. If the abnormality 
affected only the poorest year, the 
relief provision does not apply. 
If the abnormality affected only 
one of the three remaining years, 
the income for that one year is 
reconstructed by applying the in- 
dustry rate of return to the tax- 
payer’s assets at the end of that 
year. The result is combined with 
actual income for the other two 
years (and divided by three) to 
arrive at the amount to be used as 
the base period average. If more 
than one of the three best years 
is affected, the actual base period 
income is disregarded entirely and 
a base period average is constructed 
by applying the industry rate of 
return to the average amount of 
assets. Unless the amount com- 
puted under this relief provision is 
ten per cent better than the actual 
amount to be replaced, the pro- 
vision cannot be used.* 

*Section 509 of the Revenue Act of 1951 
permits a reconstruction for the third best 
base period year if operations of either (1) 
the first half of the year, or (2) the preced- 
ing year, were interrupted by the physical 
event and the income of such year is less 
than 35 per cent of the average of the other 
two. Where this rule applies, the require- 
ment for a ten per cent improvement is 
omitted. The provision will be helpful in 
cases where it might have been difficult to 


show that total production for the third 
best year was reduced by the physical event. 
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Change in Products or Services: 

To qualify under this provision 
the taxpayer must first have made 
a substantial change in its products 
or services in the last 36 months 
of the base period.* Then, in one 
of the next three years after the 
year of the substantial change, the 
taxpayer must meet both of the 
following tests. First, 40 per cent 
of its gross income or 33 per cent 
of its net income must be attribut- 
able to the new products. Second, 
its income for the year (the same 
year as that in which it meets the 
first test) must be at least 25 per 
cent more than its average annual 
income in the base period years 
before the year of the substantial 
change. The first year in which 
both tests are met becomes the 
qualifying year. The taxpayer may 
then use the relief provision in 
figuring its credit for the qualifying 
year and subsequent years. 

The new products or services 
must be substantially different from 
the old products. They should be 
recognized by trade practice as 
being of a different class. The fact 
that a manufacturer of women’s 
hats comes out with new styles 
every year will not be qualifying. 
If a ten-cent store adds a few new 
~ * Section 511 of the Revenue Act of 1951 
provides that the required change is con- 
sidered to have been made in the base period 
if construction of facilities to manufacture 
the new product was commenced before 
Julyl, 1950, pursuant to an agreement made 


in the base period granting the taxpayer a 
manufacturing license. 


lines, that would not be a qualifying 
change. 

A difference in the consumer 
market or a difference in the manu- 
facturing process is helpful. For 
example, a furnace manufacturer 
was selling a small volume of a 
high-quality furnace and _ losing 
money on the operation. It intro- 
duced a new low-priced furnace 
in which it could interest large- 
scale builders and which it could 
manufacture on an assembly-line 
basis. This is a border-line case 
but it may be able to qualify. 

There was a similar problem 
under Section 722. In one decision 
a bus line was held not to have 
changed its services sufficiently 
when it increased its mileage by 
ten per cent. However, the addi- 
tion of a mail-carrying contract 
was ruled to be a qualifying change. 
Increase in Capacity: 

Relief may be granted under the 
increase in capacity provision where 
the increase is the result of the 
addition or replacement of facilities. 
Facilities include only land and 
depreciable tangible property held 
in good faith for the purposes of 
the taxpayer’s business. 

The increase in capacity must 
have occurred in the last 36 months 
of the base period.* To qualify, 
* Section 520 of the Revenue Act of 1951 
provides that in measuring an increase in 
capacity, facilities should be included as of 
the end of the base period which were com- 
pleted in the first excess profits tax taxable 


year and were more than 40 per cent com- 
pleted by the end of the base period. 
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the taxpayer must meet one of 

three alternative tests: 

(1) Did capacity increase 100 per cent in 
the 36-month period, or 

(2) Did the cost of the taxpayer’s facilities 
increase 100 per cent, or 

(3) Did its capacity increase 50 per cent 
and the cost of its facilities, reduced 
by depreciation, increase 50 per cent? 


The regulations state that ca- 
pacity refers not to the level of 
production reached, but to what 
could have been reached with the 
existing facilities. In plants such 
as cotton mills, breweries or paper 
mills, it may be easy to measure 
capacity. However, there are cases 
where it will be extremely difficult 
to measure an increase in capacity. 
For example, a company which 
leased equipment to the users 
changed to a basis of selling the 
equipment and then servicing it. 
Sometimes the elimination of a 
bottleneck in one department may 
enable the taxpayer to meet the 
test even though most of the 
departments were not expanded. 
Under a literal interpretation the 
test could be met if a taxpayer 
with one machine adds another 
machine but has no operations 
at all. 

The second test might be met 
where a new plant was substituted 
for an old plant bought many years 
ago, with no actual increase in 
capacity. 

An increase in capacity due to 
improved technique does not count. 





The increase must be due to the 
addition or replacement of facilities. 


New Corporations: 


A corporation which commenced 
business after the beginning of its 
base period may use for the base 
period average an amount based 
on the application of the industry 
rate of return to its assets. This 
provision is unfavorable to a tax- 
payer commencing business after 
the end of the base period. For its 
first three years such a taxpayer 
is required to apply the industry 
rate, not to its total assets, but to 
its “‘net capital addition” which re- 
flects the subtraction of liabilities 
other than borrowed capital. 

The excess profits tax bill was 
reported by the House Ways and 
Means Committee on December 2, 
1950. Apparently it was feared 
that taxpayers would transfer assets 
to new corporations in order to get 
the benefit of a favorable industry 
rate of return. The use of this pro- 
vision was therefore forbidden in 
certain cases where assets were 
transferred on or after December 
1, 1950 to related companies. 


Depressed Industries: 


The provision for relief to de- 
pressed industries is extremely 
limited. An industry group is con- 
sidered depressed if its rate of re- 
turn for the years 1946 to 1948 was 
less than 63 per cent of the rate for 
the period 1938 to 1948. If an in- 
dustry meets this test, a member of 
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the industry may compute its credit 
by applying to its assets a rate of 
return which is 80 per cent of the 
rate for the years 1938 to 1948. 
The Treasury has announced that 
eight industrial groups qualify. 
However, the rates allowable in 
four of these groups are probably 
too low to give any relief. The re- 
maining four groups which may 
benefit by the provision are: 


(1) Aircraft manufacture 

(2) Manufacture of engines and turbines 

(3) Metal working machinery (machine 
tools) 

(4) Ship building and repairing 


Other Relief Provisions 


Abnormalities of Income in Excess 
Profits Tax Years: 

The purpose of this provision is 
to exempt from excess profits tax 
certain types of abnormal income 
earned in an excess profits tax year 
which can be attributed to prior 
years. It is the equivalent of Sec- 
tion 721 under the prior law with 
one very important difference—in- 
come from development of new 
products is not allowed as a qualify- 
ing factor and most of the cases 
under Section 721 related to this 
single class of income. The 1950 
Act lists four classes of income 
which may be considered: 


(1) Income from claims, judgments, etc., 
and interest thereon. 


(2) Income from exploration and prospect- 
ing over a period of 12 months or more. 
This would apply principally to mineral 
and oil operations. 


(3) Income from the sale of patents, for- 
mulae or processes requiring over 12 
months to develop. 


(4) Income resulting from a change in ac- 
counting method. Such a change may 
occur where a taxpayer changes from 
the installment method of accounting 
to the accrual method and is required 
to pick up in one year the installment 
income previously deferred. 


In addition to these four classes, 
income of other types is to be 
grouped in such similar classes ‘‘as 
are reasonable in a business of the 
type which the taxpayer conducts 
and as are appropriate in the light 
of the taxpayer’s business experi- 
ence and accounting practice.” 

The taxpayer having a class of 
income in an excess profits tax year 
which appears to be abnormal must 
first reduce the amount of such in- 
come by 115 per cent of the average 
annual income of the same class in 
the four preceding years. It must 
also deduct costs and expenses al- 
locable to the amount of income so 
reduced. The result is the net ab- 
normal income which the taxpayer 
can exclude from the excess profits 
tax calculation if it can be shown 
to be attributable to other years. 


Abnormal Deductions in the Base 
Period: 

This provision might be de- 
scribed as the reciprocal of the 
abnormal income provision. It per- 
mits a taxpayer, in computing an 
excess profits credit using base pe- 
riod income, to disregard abnormal 
deductions in the base period. Three 

















12 L. R. B. & M. Journal 





classes of abnormal deductions are 
listed in the Act: 


(1) Deductions attributable to claims, 
awards, etc., and interest thereon. 


(2) Intangible drilling and development 
costs in the oil and gas industry and 
mine development costs. 

(3) Casualty losses, and loss of useful value 
of property. 


Other types of deductions claimed 
to be abnormal are to be grouped 
in “reasonable”’ classes. 


If a class of deductions in a base 
period year exceeds 115 per cent of 
the average amount of deductions 
of the same class in the four pre- 
ceding years, the excess is disallowed 
(i. e., the income of the base period 
year is increased) subject to the 
following rules: 


(1) The excess to be disallowed is further 
limited to the excess over deductions 
of the same class in the excess profits 
tax year for which a credit is being 
determined. 


(2) The amount disallowed must exceed 5 
per cent of the average excess profits 






net income in the base period years, 
otherwise the provision is not appli- 
cable. 


(3) The increase in deductions must have 
no relation to an improvement in the 
business, to a change in the business, 
or to a reduction in some other expense. 


Conclusion 


The companies which will benefit 
by the relief provisions contained 
in the Excess Profits Tax Act of 
1950 will be fewer in number than 
under the World War II law.* This 
is the result of new restrictions in 
the 1950 Act and also of more lib- 
eral rules for the computation of 
the credit under other provisions. 
If a company qualifies under the 
relief provisions in the 1950 Act, 
the computation of the relief will 
generally be much easier than under 
the prior law. 





* While the Revenue Act of 1951 adds 
several new excess profits tax relief provi- 
sions, it is believed they are of limited im- 
port and will extend relief to only a limited 
number of corporations. 
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Establishing and Increasing the 
Excess Profits Credit 


By SAMUEL MIRANDY 
(New York Office) 


Whenever corporate earnings are 
substantial or unusually high, man- 
agement is resigned to payment of a 
large income tax. However, despite 
such earnings there is always the 
hope that the excess profits tax can 
either be avoided or minimized. 
This objective is sometimes attained 
due to fortuitous circumstances re- 
lating to the determination of the 
excess profits credit. 

The alternative opportunities for 
establishing a sufficient credit serve 
as a constant challenge to the man- 
agement. It is its function not only 
to establish the maximum excess 
profits credit under prevailing cir- 
cumstances but also to explore and 
apply measures for preserving or in- 
creasing the credit. 


Value of Excess Profits Credit: 


Before considering factors relat- 
ing to establishing or increasing the 
credit let us consider the value of 
this credit. What is the excess 
profits credit worth? Under exist- 
ing law each dollar of additional 
credit may be expected to produce 
an annual saving of 30 cents. How- 
ever, this saving does not mate- 
rialize for taxable periods where (1) 
the corporation is not exposed to 
the tax because the earning level is 





below the existing credit level, or 
(2) the relationship of the earning 
level to the credit level causes the 
excess profits tax ceiling rate to be- 
come operative. 

The value of the credit disappears 
entirely when applied to taxable 
years where the ceiling excess profits 
tax rate is applicable unless, of 
course, the additional credit serves 
to remove the corporation from the 
ceiling bracket. Whether the credit 
is $25,000 or $25,000,000 the cur- 
rent year’s excess profits tax is 
identical if the ceiling computation 
remains applicable in each instance. 
Under the Revenue Act of 1951 this 
breakpoint occurs when the income 
equals 21% times the credit for tax- 
able periods beginning after March 
31, 1951 and approximately 2.353 
times the credit for 1951 calendar 
years. 


Establishing the Credit: 


What precautions should man- 
agement take in establishing the 
maximum amount of its excess 
profits credit? It is elementary that 
computations should be made under 
the various optional methods so as 
to reduce the current tax or increase 
the amount of unused credit. Two 
alternative methods are available 
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for computing the credit; the in- 
vested capital method and the in- 
come method. A special rule 
provides a third alternative method 
in connection with regulated public 
utilities. 

The precautions to be exercised in 
establishing the credit will depend 
upon the method employed for de- 
termining the credit. In the case of 
invested capital, separate compu- 
tations should be made under both 
the net asset and historical methods. 
A comparison of the credit deter- 
mined under each of the two in- 
vested capital methods is important 
because Congress, for some strange 
reason, has restricted the use of the 
historical invested capital method 
to corporations which specifically 
elect to use this method as opposed 
to the net asset method. 

Application of the Part III rules 
should be explored. They affect 
computations under the historical 
invested capital method as well as 
equity capital under both the net 
asset invested capital and the aver- 
age income methods. These rules 
should be carefully considered to 
insure against omitting significant 
factors pertinent to the determina- 
tion. These rules become effective 
generally with intercorporate trans- 
fers requiring a carry-over of the 
transferor’s basis. The following 
illustrates the method in which 
Part III rules may be applied. 
Assume that taxpayer paid 
$1,000,000 cash for all the stock of 
Corporation X at a time when the 


tax basis of the latter’s net assets 
equalled $600,000. The fair market 
value of the tangible assets is also 
assumed to be $600,000. Upon the 
subsequent liquidation of Corpora- 
tion X in a transaction qualifying 
as tax-free under Section 112(b) (6) 
the taxpayer might thereafter, in 
determining equity capital for either 
net asset or income method pur- 
poses, include as an asset the 
$400,000 good will reflected in the 
taxpayer’s purchase price of the 
stock. Under the historical in- 
vested capital method this $400,000 
would also be reflected in determin- 
ing the plus or minus adjustment 
to accumulated earnings and profits. 

The basic precautions for estab- 
lishing the maximum credit under 
the income method may be sum- 
marized as follows: 


(1) Base period transactions should be 
scrutinized for permissible adjustments 
under Section 433(b) which serve to 
increase excess profits net income for 
the period. For example, elimination 
of abnormal deductions, bond retire- 
ment expenses, etc. 


(2) Ascertain whether taxpayer qualifies as 
a “growth corporation”’ under Section 
435(e) in which event alternative meth- 
ods are available for computing aver- 
age base period net income—at the 
sacrifice of the portion of the credit 
pertaining to base period capital ad- 
dition. 


(3) If the corporation acquired properties 
in a tax-free transaction occurring sub- 
sequent to the commencement of its 
base period, consider the application 
of the Part II provisions. The base 
period earnings experiences of the 
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predecessors from which such properties 
were acquired could be combined with 
that of the corporation for purpose of 
determining average base period net 
income under the general average or 
growth method. 


(4) Explore the possible application of one 
or more of the relief provisions set 
forth in Sections 442 through 446,* in- 
clusive. Eligibility will permit the sub- 
stitution of reconstructed income for a 
portion or all of the base period. 


(5) Consider the adjustments required to 
reflect assets and liabilities at the 
proper tax basis for purposes of deter- 
mining changes in equity capital. 


Increasing the Credit: 


What can management do from 
the standpoint of increasing the 
credit? Corporate management will 
seldom be in a position to originate 
a transaction solely for the purpose 
of increasing the excess profits 
credit. Statutory restrictions such 
as the “good faith clause” relating 
both to money and property paid 
in for stock and borrowed capital 
will serve as a sufficient check in 
most instances. However, certain 
opportunities for increasing the 
credit are sometimes available 
through a consideration of alterna- 
tive means or periods for effecting 
a prospective transaction in order 
to produce the maximum excess 
profits credit. 

Transactions which directly affect 
the amount of the credit generally 





* Section 459, added by the Revenue Act 
of 1951, should also be consulted as it pro- 
vides relief in certain additional cases. 


fall into the following groups; (1) 
the issuance of stock, (2) fluctua- 
tions in corporate borrowings, (3) 
change in intercorporate and other 
stockholdings, and (4) distributions 
to shareholders. 

The most obvious and easily rec- 
ognized factor for increasing the 
credit is the issuance of stock. The 
employment of additional capital in 
the business will increase the credit 
under the various alternative meth- 
ods. However, when consideration 
for the stock is in a form other than 
cash, the effect upon the credit may 
vary considerably depending upon 
whether the acquisition of the prop- 
erties happens to be a taxable or 
nontaxable exchange. 

Property paid in for stock, paid-in 
surplus or paid-in capital is reflected 
at its unadjusted basis for deter- 
mining gain under the income 
method and for purposes of invested 
capital computed under the asset 
method and at its unadjusted basis 
for determining loss under the his- 
torical invested capital method. 
The principal distinction is the rec- 
ognition of March 1, 1913 fair value 
for tangible assets (where higher 
than cost) under the former method. 
Sufficient for this purpose is the fact 
that the various methods for deter- 
mining excess profits credit require 
the properties to be reflected, in the 
event of a nontaxable exchange, at 
the transferor’s basis. In the case 
of the tax-free exchange substantial 
appreciations in fair market value 
cannot be reflected in the excess 
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profits credit of the acquiring cor- 
poration whereas a taxable exchange 
will permit the inclusion of the 
properties at their fair value. If 
the transferor of properties appre- 
ciated in value is not particularly 
anxious to retain an interest in the 
acquiring corporation it may be ad- 
vantageous for the latter to issue 
preferred stock or sell its stock for 
cash which would be turned over 
to the transferor. As an inducement 
for the change, some slight increase 
in the purchase price would be war- 
ranted inasmuch as consummation 
of the transaction on the changed 
basis would serve to increase not 
only the excess profits credit but 
the tax basis for the acquired prop- 
erties. Conversely, if the properties 
had depreciated in value it would 
be in the best interest of the ac- 
quiring corporation to issue stock 
in such form and manner as would 
assure the tax-free nature of the 
exchange. 

The issuance of stock for property 
in a nontaxable exchange presents 
further opportunities for increasing 
the credit under the average income 
method. The nontaxable exchange 
permits the taxpayer, if such step 
is more favorable, to waive the 12% 
credit relating to the capital addi- 
tion and include the credit attrib- 
utable to the base period earnings 
experience of the predecessor. A 
$1,000,000 stock issue will increase 
the credit by $120,000 in a taxable 
exchange whereas the higher of 
$120,000 or a credit based on the 


predecessor’s base period earnings 
will be available with a nontaxable 
exchange.* 


Changes in Borrowed Capital: 


Borrowed capital changes also af- 
fect the credit under each of the 
various methods. The Treasury has 
referred to the borrowed capital fea- 
tures of the excess profits tax law 
as loopholes on the grounds that 
many companies are finding it prof- 
itable to borrow in order to reduce 
their tax. This is particularly true 
when the company is exposed to 
an excess profits tax not computed 
under the ceiling. Assuming that a 
company under the income method 
borrows $1,000,000 at 4% the carry- 
ing charge amounts to $40,000 per 
year. Such charge is more than 
offset by tax savings of not less 
than $50,800 determined as follows; 
(1) income tax reduction of $20,800, f 
(2) excess profits tax reduction at- 
tributable to the interest under least 
favorable conditions equal to 30% 
of $10,000, or $3,000, and (3) excess 
profits tax reduction of $27,000 
(30% of $90,000) attributable to 
the increase in credit. This results 
in a $10,800 annual profit for each 





* Under Section 474, added by the Rev- 
enue Act of 1951, use of a credit based on 
the predecessor’s base period earnings is 
available in certain circumstances in the 
case of purchases or taxable exchanges. 


t Computed at the combined rate of nor- 
mal tax and surtax of 52% imposed by the 
Revenue Act of 1951, effective April 1, 1951. 
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$1,000,000 borrowed at 4%. The 
interest breakeven point under sim- 
ilar conditions is at 624%. If tax- 
payer’s excess profits tax is com- 
puted at the 30% rate, borrowings 
at interest rates which do not exceed 
624% per annum will cost nil and 
instead, produce a cash saving the 
amount of which will depend upon 
the excess of said 624% over the 
actual interest rate. 

The law requires adjustments for 
loans to members of a controlled 
group in order to prevent duplicate 
credits for borrowed funds. When 
the company making the loan either 
has no excess profits tax liability for 
the year or has such a liability com- 
puted at the ceiling rate the reduc- 
tion of its credit will not produce 
a disadvantage. Under these cir- 
cumstances advances to affiliates 
should be evidenced by a form of 
indebtedness which qualifies the 
latter for the borrowed capital 
credit. On the other hand, when the 
borrowing affiliate may not utilize 
the credit applicable to the inter- 
corporate borrowings the loan should 
be reflected in the open account. 


Change in Inadmissible Assets: 


Excess profits credit adjustments 
required for changes in inadmissible 
assets fall into two categories; in- 
vestments in stocks of controlled or 
affiliated companies, and other in- 
admissible assets. 

Ordinarily, the decision of man- 
agement with respect to contem- 


plated changes in inadmissible as- 
sets will be affected by factors far 
more important than the effect 
thereof upon the excess profits credit. 
However, the probable effect upon 
the credit is important in the case 
of controlled or affiliated companies 
since it is possible to dispose of the 
inadmissible asset and still retain 
the underlying properties. This 
could be achieved through liqui- 
dation or merger. Affiliated com- 
panies not electing to file consoli- 
dated returns because of the 2% 
penalty surtax may find it advan- 
tageous to merge or liquidate sub- 
sidiaries if, after the application of 
Part II or Part III, such step serves 
to increase the aggregate usable 
credit. Although the aggregate of 
the previous credits should exceed 
the resulting credit the merger or 
liquidation may permit utilization 
of certain credits which would not 
otherwise produce excess profits tax 
benefits. Part II and Part III may 
also apply to nontaxable transac- 
tions involving controlled corpora- 
tions with less than the 95% stock 
affiliation required for consolidated 
returns. 

However, a word of caution is 
advisable at this point. Elimination 
of subsidiaries may increase rather 
than decrease the excess profits tax 
liability unless accompanied by sub- 
stantial benefits from an otherwise 
unusable credit. This is due to the 
vagaries of the ceiling rate. Once 
the ceiling becomes applicable it 
(Continued on page 38) 
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Effects of Changes in Corporate Form upon 
Excess Profits Tax Liability 


By DALLAS BLAIR-SMITH 
(New York Office) 





(Note: This article has been expanded to include a discussion of Part IV of the excess 
profits tax law, added by the Revenue Act of 1951 enacted October 20, 1951.) 


When mergers, consolidations, 
liquidations of subsidiaries, split- 
ups of corporations and similar 
transactions become involved in ex- 
cess profits tax computations, the 
complicated provisions of Parts II 
and III of the excess profits tax law 
must be consulted and applied. It 
is the purpose of this paper to high- 
light the important features of these 
provisions without attempting com- 
plete coverage and with a minimum 
of detail. 

Since Part III computations must 
be used in connection with certain 
Part II provisions, Part III will be 
discussed first. 


A. Special Basis Under Part III 
For Assets Received in Tax-Free 
Liquidation of Subsidiary 


For excess profits tax purposes 
only, the assets received from a sub- 
sidiary in a tax-free liquidation may 
take a higher or lower basis than 
for income tax purposes. The rules 
establishing the special basis are 
contained in Part III of the excess 
profits tax law (Code sections 470 


and 472). In general where the 
stock in the subsidiary was ac- 
quired in a closed transaction, it is 
said to have a cost basis, and upon 
liquidation of the subsidiary the 
assets received are written up or 
down to determine a new basis in 
accord with the cost of the stock. 
Accountants are familiar with this 
concept in the guise of consolidated 
good will and consolidated negative 
good will. 


Under Part III the subsidiary’s 
assets are generally adjusted at the 
time when 80 per cent control of 
the subsidiary is acquired and also 
when additional stock is thereafter 
acquired. After the total assets are 
adjusted, there is the problem of 
allocating the adjustment among 
the assets. An example in the regu- 
lations indicates that a write-up of 
assets should be applied to fixed 
assets to the extent they have appre- 
ciated in value; otherwise, the ad- 
justment is considered as a form of 
good will. If depreciable assets are 
adjusted, the depreciation must be 
changed to accord with the new 
basis, but this does not affect the 
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depreciation deduction. Usually the 
taxpayer claims as much Part III 
good will as is justifiable, because it 
is not depreciable and constitutes a 
permanent increase in invested 
capital. 

Only tax-free liquidations of sub- 
sidiaries which have occurred in 
1936 and subsequent years under 
Section 112(b)(6) and liquidations 
which are tax-free under the con- 
solidated return regulations for 1929 
and later years are governed by 
Part III. All liquidations for those 
years should be examined to deter- 
mine whether they are a type 
covered by Part III and if so 
whether the stock was acquired 
with a cost basis. Where stock was 
previously held in a company com- 
bined with the taxpayer in a statu- 
tory merger or consolidation, the 
basis of the assets received as to 
such stock must also be adjusted 
under Part III. 

The Part III basis of assets is 
used throughout the excess profits 
tax law for invested capital pur- 
poses, and also for the credit based 
on income, as equity capital is used 
in computing that credit. Under 
the income method, however, Part 
III is relatively unimportant where 
only changes in equity capital be- 
tween various dates are used in the 
computation, though where the 
basis of fixed assets is changed, de- 
preciation would make a difference. 
On the other hand, where total 
assets (rather than equity capital) 
are used as the basis of computing 


base period income under one of the 
relief sections, any Part III write-up 
of assets or inclusion of Part III 
good will is highly beneficial. Man- 
datory write-downs of assets re- 
ceived in Part III liquidations, 
which occur in cases where the 
subsidiary stock was purchased at 
less than the tax basis of the assets, 
are detrimental. 

In applying Part III to historical 
invested capital it is necessary to 
adjust capital paid in or accumu- 
lated earnings, as under World War 
II law. Where stock in the sub- 
sidiary had a cost basis, the basis 
of the subsidiary’s assets is first ad- 
justed, and the gain or loss on the 
liquidation is applied to increase or 
decrease accumulated earnings and 
profits. Where the subsidiary stock 
had a basis other than cost, such as 
an original transferor’s basis, the 
subsidiary’s assets are not adjusted, 
and the gain or loss upon liquidation 
is applied to adjust paid-in capital. 


B. The Credit Based on Income 
Under Parts II and IV of the 
Excess Profits Tax Law 


Part II of the excess profits tax 
law (Code sections 461-465) deals 
only with the excess profits credit 
based on income, as it is affected by 
certain tax-free exchanges, such as 
mergers, consolidations, liquida- 
tions and split-ups. Part IV, which 
deals with the credit based on in- 
come after certain taxable acquisi- 
tions of property, was introduced 
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by the Revenue Act of 1951, but is 
retroactive to 1950. 


Part II—General Considerations: 


Certain exchanges are specifically 
defined in Part II, and are frequent- 
ly called Part II transactions. They 
fall generally into two different 
classes: 


(1) Combinations: Exchanges where a do- 
mestic corporation, called the ‘‘acquir- 
ing corporation,’’ acquires substantially 
all the properties of one or more other 
domestic corporations in a merger or 
consolidation, or the liquidation of a 
subsidiary, or certain other tax-free ex- 
changes. These transactions result in 
combination of the assets of the 
parties to the transaction. A party 
which transfers its assets is called a 
“component corporation,” which term 
includes a domestic partnership or sole 
proprietorship. 


(2) Split-ups: Exchanges where a domestic 
corporation acquires part of the prop- 
erties of one or more domestic corpo- 
rations or partnerships (the compo- 
nents). These transactions result in 
the split-up of the assets of the compo- 
nent corporation, which may divide all 
its assets between two or more corpo- 
rations, or may transfer part of its 
assets to a new subsidiary. 

Where a Part II transaction took 
place during or after the base period, 
the base period income and capital 
additions of the acquiring corpora- 
tion may have to be recomputed 
in order to arrive at an appropriate 
excess profits credit based on in- 
come. If a combination of assets 
took place, the base period experi- 
ence of the parties prior to the trans- 
action may be recomputed on a 


combined basis. If a split-up of as- 
sets took place, the base period ex- 
perience of the transferor of the 
assets may be split up among the 
corporations holding the assets after 
the transaction. Elaborate rules 
providing for such computations are 
contained in Part IT. 

Therefore, in computing the ex- 
cess profits tax, for the purpose of 
making a balance sheet accrual, 
preparing a return, or planning fu- 
ture transactions, Part II must al- 
ways be consulted to determine the 
effect on the income credit of any 
tax-free exchange transaction oc- 
curring during or after the base 
period. It must first be determined 
whether the transaction is one of 
those defined in Part II. It must 
then be determined (1) whether the 
taxpayer must recompute its in- 
come credit on a combined basis 
under the rules in Part II, or (2) 
whether it has an option to com- 
pute such credit either on a com- 
bined basis under Part II or on a 
separate basis under the regular 
rules. It is of paramount impor- 
tance in the case of a prospective 
transaction, such as a proposed 
merger, or the formation or liqui- 
dation of a subsidiary, to ascertain 
whether Part II has the effect of 
increasing or decreasing the total 
tax. 

To simplify this discussion it is 
assumed that all the parties to a 
Part II transaction make returns 
for the calendar year, and that all 
have the same base period, namely 
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the calendar years 1946 to 1949, 
inclusive. 


Effect of Part II on Component 
Corporations: 


If a component corporation gives 
up all its assets, it does not there- 
after need any excess profits credit 
for any year except the year of the 
transaction. Unless it is immedi- 
ately dissolved, thus ending its tax- 
able year, its base period income 
and base period capital addition for 
that year are allowed in proportion 
to the number of days prior to the 
Part II transaction. If the corpo- 
ration acquires new assets and com- 
mences business again, it is treated 
as a new corporation with no past 
experience. 

In the case of a split-up transac- 
tion, however, the component cor- 
poration may give up only part of 
its properties and continue to oper- 
ate the rest. In such case, part of 
the base period experience of the 
component corporation is allocated 
to the acquiring corporation, which 
may be a new subsidiary for exam- 
ple, and the component-parent is 
deprived of the amount so allocated, 
apportioned according to the num- 
ber of days in the taxable year after 
the transaction. The parent corpo- 
ration has no option—it must give 
up part of its credit. The tax result 
may be good or bad, depending on 
whether the subsidiary benefits more 
from the use of the allocated credit 
than the parent would have bene- 
fited. The regulations indicate that 


even where the property transferred 
to the subsidiary consists solely of 
cash there may be a split-up trans- 
action requiring allocation of the 
parent’s credit. 


Allocations Used for Split-ups: 


The allocation of base period in- 
come may be made in two ways: 


(1) The allocation is generally based on 
the ratio of (a) the fair market value 
of the assets transferred, to (b) the 
fair market value of the total assets of 
the transferor before the Part II trans- 
action. These fair market values may 
be determined by the parties under a 
binding agreement signed by them and 
consented to by the Treasury. As the 
ratio is based upon gross assets, rather 
than assets less liabilities, distorted re- 
sults may be obtained. 


(2) Under an alternative rule the allocation 
can be based upon identifiable earnings 
experience of the assets transferred and 
retained, respectively, if established 
under a binding agreement signed by 
the parties, and if the Treasury is sat- 
isfied that the allocation is fairly based 
on such experience. This alternative 
rule is not always available, as the reg- 
ulations allow it to be used only where 
the transferred assets and the retained 
assets each constitute a going business 
unit for which adequate and separate 
records were maintained. 


Only the allocation based upon 
fair market value is used in con- 
nection with the base period capital 
addition, and special allocations, 
discussed below, which differ from 
the foregoing, must be used in com- 
puting the net capital addition or 
reduction under Part II. Thus it 
may be that three different kinds 
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of allocations will be used after a 
split-up. 


Average Base Period Net Income 
Under General Average (Section 
435(d)): 


Recomputation under Part II by 
an acquiring corporation is op- 
tional where its average base period 
net income is computed under the 
general three-year average method. 
Thus the net income of the compo- 
nents for the period prior to the 
transaction may be combined with 
that of the acquiring corporation, 
or if the components have net losses 
the acquiring corporation may use 
its own base period figures without 
reduction on account of the losses. 

If the acquiring corporation or a 
component was in existence at the 
beginning of the base period, any 
corporation a party to the Part II 
transaction which was not in exist- 
ence for a portion of the base period 
may fill in its “vacant months’ 
prior to the transaction with a 
special constructive income. This 
constructive income is 1 per cent 
per month of the corporation’s 
equity capital, adjusted for inad- 
missible assets and intercompany 
items, and computed on the day 
before the Part II transaction or 
at the end of the base period, 
whichever is earlier. Why this form 
of constructive income was allowed 
only under Part II and not in 
standard computations, as it was 
under World War II law, is some- 
thing of a mystery. 


The average base period net in- 
come (or deficit) of the acquiring 
corporation and each of its compo- 
nents is computed month by month 
in the base period, and any con- 
structive income is included. The 
incomes for each month are then 
combined, a combined deficit for 
any month being restated at zero. 
The sum of the combined income for 
the three best years in the base 
period, divided by three, is the gen- 
eral average under Part II, and 
may be used by the acquiring cor- 
poration after a Part II transaction 
which combines assets of the 
parties. Where the transaction re- 
sults in a split-up of assets, the 
acquiring corporation (e. g., a new 
subsidiary) may use base period in- 
come allocated to it, as described in 
a preceding paragraph, in addition 
to any base period income of its 
own. A new subsidiary organized 
in a Part II transaction could not 
develop any constructive income, as 
it would have no equity capital 
prior to the transaction. 


Limitations Under Section 
462(j)(1): 


There are important cir- 
cumstances under which Section 
462(j)(1) and the regulations there- 
under restrict the combination of 
income in the base period. Suppose 
the taxpayer has liquidated a sub- 
sidiary all the stock in which was 
acquired from the stockholders for 
cash or property after the base 
period, and suppose the subsidiary 
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was later liquidated tax-free. The 
liquidation is a Part II transaction, 
but none of the subsidiary’s base 
period income may be combined 
with that of the parent corporation. 
The general reasoning is that, had 
the assets instead of the stock of the 
subsidiary been purchased for cash 
after the base period, no base period 
income from those assets could be 
used. Similarly, if all the stock in 
the subsidiary was acquired for cash 
on January 1, 1948, and the sub- 
sidiary later was liquidated, none of 
its earnings for 1946 or 1947 may 
be combined with those of the 
parent. Carrying this idea one step 
further, suppose that half the stock 
of the subsidiary was purchased for 
cash on January 1, 1948 and later 
all of its assets were acquired for the 
issuance of the parent’s stock in a 
tax-free merger. Then only half of 
the subsidiary’s earnings for 1946 
and 1947 can be combined with 
those of the parent, but all of such 
earnings can be so combined for 
1948 and 1949. 

The Section 462(j)(1) rule has 
applications not only to the general 
average base period net income, but 
also to the growth formula, the 
relief sections and to the base period 
capital addition and net capital 
addition for the taxable year. The 
rule also applies in the case of a 
merger where one corporation pre- 
viously owned all or part of the 
stock of another. Its effects are 
often serious, and should not be 
overlooked. 


The theory behind this rule has 
to do with the avoidance of dupli- 
cation of earnings from assets of the 
parent company. Where there is no 
duplication, as where stock was 
acquired directly from the sub- 
sidiary, the rule does not apply. In 
general, where a corporation ac- 
quired a subsidiary from outside 
the group through a bona fide long- 
term increase in its capital structure 
(such as the issuance of stock or 
bonds) made for the purpose of such 
acquisition, the rule eliminating 
base period experience does not 
apply if the transaction was not 
part of a plan to avoid federal taxes. 
However, the regulations call for 
the elimination of any credit based 
upon the increase in equity capital 
or borrowed capital involved. If 
the elimination of such capital more 
than offsets the benefits of including 
the base period income of the sub- 
sidiary, it is uncertain whether or 
not the regulations require disre- 
gard of the Section 462(j)(1) rule. 
The writer’s view is that the regu- 
lation allowing disregard of such 
rule ought to be considered as a 
relief measure which should not be 
applied to the disadvantage of the 
taxpayer. Until the regulations are 
clarified, however, taxpayers should 
proceed with caution. 


General Growth Formula (Section 
435(e)(1)(A) ): 


This discussion is confined to the 
general growth formula, now avail- 
able under the Revenue Act of 1951 
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to corporations which commenced 
business prior to the end of the base 
period and had total assets not ex- 
ceeding $20 million at the beginning 
of the base period. Since income 
figures up to June 30, 1950 may be 
used in this formula the legal drafts- 
men evidently tried to prevent dis- 
tortion where a corporation trans- 
ferred or acquired assets in a Part II 
transaction before that date. 

Where assets are combined in a 
Part II transaction after June 30, 
1950, no distortion is possible. 
Therefore, the acquiring corpora- 
tion, if it already had the right to 
use the growth formula, may refrain 
from recomputing under Part II 
and may continue to use the for- 
mula, computed on a separate basis. 
In addition, if all the parties to the 
transaction meet the $20 million 
test, the acquiring corporation can 
try to qualify for use of the growth 
formula under special provisions in 
Part II, based on combined figures 
of itself and its components, pro- 
vided all the corporations in the 
transaction actually commenced 
business prior to the beginning of 
the base period. To determine 
qualification, the total assets, gross 
receipts and pay rolls of all the 
corporations are combined, after 
eliminating intercompany items, 
and, if the combination qualifies on 
this basis, the growth formula can 
be applied to the combined base 
period earnings. 

If the Part II transaction occurred 
prior to July 1, 1950, the acquiring 


corporation may try to qualify for 
use of the growth formula on the 
combined basis if all the parties to 
the transaction meet the $20 million 
test. There is no requirement that 
all the parties must have actually 
commenced business prior to the 
base period. 

But suppose the acquiring corpo- 
ration cannot qualify on the com- 
bined basis because one of the par- 
ties to the transaction cannot meet 
the $20 million test, or because one 
of the parties did not commence 
business soon enough. Ifthe Part II 
transaction took place after June 30, 
1950 and any corporation, a party 
to the transaction, was entitled to 
the growth formula, the formula 
can still be applied to that corpo- 
ration’s base period earnings. The 
resulting figure is combined with the 
base period earnings of the other 
corporations year by year and the 
three best years are averaged. This 
provision seems fair, as far as it 
goes, but it does not apply where 
all the corporations commenced 
business prior to the base period 
and their combined assets were less 
than $20 million—in such cases if 
the pay roll or gross receipts test 
is not met on the basis of the com- 
bined figures, the benefit of the 
growth formula, though previously 
available to one of the parties, is 
apparently lost. 

In the case of a split-up transac- 
tion, such as the transfer of part of 
a corporation’s properties to a new 
subsidiary, the recomputations 
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under Part II always apply to the 
growth formula. A subsidiary 
formed by the transfer of properties 
after the close of the base period is 
an acquiring corporation which is 
entitled to use the growth formula 
if its parent, the component corpo- 
ration, was entitled to use it. Thus 
both corporations may use the 
growth formula, the base period net 
income of the parent being allocated 
between them. If property was 
transferred to the subsidiary during 
the base period, there is a distortion 
of earnings experience, and qualifi- 
cation to use the growth formula by 
either the parent or subsidiary is 
determined after allocating between 
them the parent’s pay roll and gross 
receipts prior to the Part II trans- 
action. For the purpose of qualify- 
ing both parent and subsidiary, the 
parent’s total assets at the begin- 
ning of the base period must come 
within the $20 million rule. The 
base period income of the parent 
prior to the transaction is allocated 
between the parent and the sub- 
sidiary before applying the formula. 
The 1951 Act amendment is re- 
troactive, and applies to 1950. 


Relief Provisions Governed by 
Part IT: 


After a Part II transaction the 
special average base period net in- 
come allowed by the relief provi- 
sions in Sections 442-446, inclusive, 
must be recomputed by the acquir- 
ing corporation under rules laid 
down in Part II. Under the regu- 


lations there is no option to recom- 

pute or not recompute. Further, 

after a Part II transaction the eligi- 
bility for relief of the acquiring cor- 
poration in many cases must be 

determined under rules in Part II 

on a combined basis, i.e., by com- 

bining the business experience of the 
various parties to the Part II trans- 
action. 

The following are two computa- 
tion rules which generally apply 
under Part II to the relief provisions 
when the Part II transaction oc- 
curred before the acquiring corpora- 
tion became eligible for relief: 

1. In recomputing the acquiring corpora- 
tion’s total assets, interest expense, or 
gross receipts (the latter used in deter- 
mining industry classification), the com- 
ponents’ figures for dates or periods prior 
to the transaction must be included. In- 
tercompany items are to be eliminated. 


to 


. In the case of a new subsidiary, formed 
in a split-up transaction, the total assets, 
interest and gross receipts of the parent 
prior to the transaction must be allo- 
cated between parent and subsidiary. 


Eligibility for relief depends in 
part on when the taxpayer corpo- 
ration commenced business. Under 
Part II an acquiring corporation is 
considered to have commenced busi- 
ness on the earliest date on which 
it or any of its components com- 
menced business. This rule is bene- 
ficial to acquiring corporations 
under Sections 442, 443, 444 and 
446, which apply only if the tax- 
payer commenced business on or 
before the first day of its base 
period. On the other hand, the rule 
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hurts when applied under Section 
445 to newly organized acquiring 
corporations, for to be eligible for 
relief as a new corporation a tax- 
payer must have commenced busi- 
ness after the first day of its base 
period. A somewhat similar com- 
mencement-of-business rule may de- 
prive a newly organized corporation 
of the maximum excess profits tax 
rates of 5% to 14% introduced by 
the 1951 Act. 

Other rules will be discussed 
under the various relief sections. 


Relief Based Upon Abnormalities in 
the Base Period (Section 442): 


Relief under Section 442 is avail- 
able when there are abnormalities 
in the base period having a signifi- 
cant effect on income. If the abnor- 
malities affect only one year, the 
income for that year is recon- 
structed (Section 442(c)). If the 
abnormalities affect more than one 
year, the entire base period is recon- 
structed (Section 442(d)). 

If assets were combined in a 
Part II transaction in the base 
period, the base period net income 
(or net loss) of each party to the 
transaction are combined, the worst 
year is eliminated, and a combined 
net loss for any retained year is 
taken as zero. Abnormalities of the 
components prior to the transaction 
are attributed to the acquiring cor- 
poration, and eligibility for relief is 
determined on the combined basis. 
Where the transaction occurs after 
the base period and one or more of 


the parties is eligible for relief under 
Section 442, the general average 
base period net income on the com- 
bined basis is computed by includ- 
ing the income of the eligible cor- 
porations on the Section 442 basis. 

In the case of a split-up in the 
base period under Part II, as where 
assets are transferred to a newly 
formed subsidiary, eligibility for 
relief and base period income of the 
subsidiary are determined on the 
basis of allocating thereto a portion 
of the parent’s base period expe- 
rience prior to the transaction. 
Where the transaction occurs after 
the base period and the parent is 
eligible for Section 442 relief, a por- 
tion of its Section 442 base period 
income is allocated to the sub- 
sidiary. 

The retroactive amendment in 
the 1951 Act, allowing limited re- 
construction of the income of the 
“‘third-best year’ is applied under 
Part II in the same manner as a one- 
year abnormality under Section 
442(c). 


Relief for New Corporations 
(Section 445): 


To prevent the enjoyment of re- 
lief under Section 445 by new cor- 
porations which might be especially 
organized for that purpose, Section 
445 itself renders ineligible many 
such corporations acquiring assets 
in controlled situations after De- 
cember 1, 1950. Part II adds to 
the burdens of qualifying for relief 
under Section 445. Take the exam- 
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ple of a corporation which com- 
menced business during its base pe- 
riod and is entitled to such relief. 
If ina Part II transaction it acquires 
the assets of a component corpora- 
tion which commenced business 
prior to the beginning of the base 
period, the commencement of busi- 
ness rule previously stated applies. 
The acquiring corporation is con- 
sidered under Part II to have com- 
menced business at the same time 
as the component, and may not use 
Section 445 unless the component 
is entitled to relief under one of the 
other relief sections. However, if a 
new corporation should acquire the 
properties of another new corpora- 
tion in a Part II transaction, relief 
under Section 445 would still be 
available. 

As another example of the diffi- 
culties of qualifying for Section 445 
relief under Part II, suppose a cor- 
poration transferred properties to a 
newly organized subsidiary prior to 
December 1, 1950, when the ineli- 
gibility provisions of Section 445 do 
not apply. The new subsidiary may 
not benefit by Section 445 unless 
the parent itself commenced busi- 
ness after the beginning of its base 
period. It has been said informally 
by some tax men that the only 
way to form a new corporation 
eligible for the benefits of Section 
445 is to have three or more indi- 
viduals, strangers to each other, or- 
ganize it with cash. This is too 
broad a statement, but consider the 
case of a new wholly-owned sub- 


sidiary organized by a parent cor- 
poration prior to December 1, 1950, 
solely with cash paid in for stock. 
The regulations indicate that the 
transaction will be considered as a 
Part II transaction even though 
only cash is paid in, with the con- 
sequence that the new subsidiary 
will be considered to have com- 
menced business at the time the 
parent commenced business, and 
may thus be deprived of Section 445 
relief. If the subsidiary was organ- 
ized on or after December 1, 1950, 
the ineligibility rules in Section 445 
would deprive it of such relief. In 
the writer’s opinion, new corpora- 
tions entitled to Section 445 relief 
can still be organized, but only in 
limited ways and with due regard 
to the foregoing rules. 

Part II rules relating to recom- 
putations of Section 445 base period 
income are concerned with whether 
the parties to the Part II transac- 
tion had commenced business three 
years or less before the transaction 
or more than three years before the 
transaction, and whether the trans- 
action occurred during or after the 
base period. 


Relief Based Upon Change in Prod- 
ucts or Services (Section 443): 


Under Section 443 a substantial 
change in products or services must 
have occurred during the last three 
years of the base period, and quali- 
fication for relief further depends 
on the percentage of gross or net 
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income from the new products and 
the relationship of income before 
and after the change. 

When assets are combined in a 
Part II transaction a change in 
products previously made by a cor- 
poration not yet qualified may be 
used by the acquiring corporation 
to qualify for Section 443 relief on 
a combined basis, provided both 
corporations commenced business 
before the base period. Where one 
of the corporations commenced busi- 
ness during the last three years of 
the base period, and the Part II 
transaction occurred before Decem- 
ber 1, 1950, its activities may be 
treated as a change in products by 
the acquiring corporation on the 
combined basis. With this excep- 
tion, Section 443 does not apply 
unless all the parties to the Part II 
transaction actually commenced 
business before the base period, or 
unless each one was already quali- 
fied for relief under one of the ap- 
propriate sections. A change in 
products made after a Part II trans- 
action may be used to qualify the 
acquiring corporation for relief on 
the combined basis. 

When assets are split up in a 
Part II transaction, as in the forma- 
tion of a new subsidiary, the Section 
443 base period income of a quali- 
fied parent is allocated in part to 
the subsidiary. Where the sub- 
sidiary made the change in 
products, it receives an allocated 
portion of the parent’s gross income 
and net income to determine 


whether it qualifies for Section 443 
relief. 


Relief Based Upon Increase in 
Capacity (Section 444) and De- 
pressed Industries (Section 446): 


Under Section 444 (increase in 
capacity) a corporation may qualify 
for relief by showing certain in- 
creases in capacity resulting from 
additions to or replacements of its 
facilities (real property and depre- 
ciable property), or certain in- 
creases in the basis of its facilities 
before or after depreciation, in the 
last three years of the base period. 

Under Section 446, relief is al- 
lowed to any corporation more than 
half of whose gross receipts in the 
base period were attributable to a 
depressed industry subgroup. 

The law in Part II relating to the 
foregoing sections is unduly harsh 
in that it takes away relief from a 
corporation which acquires all the 
assets from a component corpora- 
tion in a Part II transaction after 
the base period, unless the compo- 
nent is also entitled to relief under 
one of the appropriate sections. 
Thus a corporation already entitled 
to relief under Section 444 or 446 
must beware of future Part II trans- 
actions, even the liquidation of an 
unimportant subsidiary, unless the 
law is amended, as it ought to be. 

For Part II transactions combin- 
ing assets in the base period the 
rules are more generous, and the 
acquiring corporation can qualify 
for relief on the combined basis. 
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Split-up transactions result in the 
allocation of constructive base 
period income where the transferor 
of the assets is already qualified for 
relief, and in the allocation of quali- 
fying factors, such as capacity, fixed 
assets and gross receipts, where the 
Part II transaction occurs before 
qualification for relief. 


Base Period Capital Addition: 


In cases where an acquiring cor- 
poration recomputes its base period 
net income under Part II, a Part II 
transaction occurring in 1948 or 
thereafter requires a recomputation 
of any base period capital addition 
allowed. When the transaction took 
place in 1948 or 1949, the years for 
which this capital addition is com- 
puted, yearly base period capital, if 
determined for a date prior to the 
transaction, must be increased by 
that of components in a transaction 
combining assets; in a split-up 
transaction an allocation of yearly 
base period capital is made. The 
elimination of intercompany stock- 
holdings and borrowed capital is 
required. Where the Part II trans- 
action took place after 1949, the 
base period capital addition itself is 
combined or allocated. The treat- 
ment is analogous to that for base 
period income, but allocations must 
be based upon the fair market value 
of assets transferred and retained. 


Net Capital Addition or Reduction: 


In the case of a Part II transac- 
tion occurring after the base period, 


the net capital addition or reduction 
of the acquiring corporation must 
be recomputed under Part II if the 
base period income is so recom- 
puted. Consideration should there- 
fore be given to the effect of Part II 
on the net capital addition or reduc- 
tion as well as to base period income 
and the base period capital addi- 
tion, in determining whether or not 
to recompute under Part II, when 
the taxpayer has an option. When 
the Part II transaction effects a 
combination of assets, the net capi- 
tal addition or reduction of each 
component corporation prior to the 
transaction is in effect combined 
with that of the acquiring corpo- 
ration, while paid-in capital inci- 
dent to the Part II transaction is 
eliminated and does not give rise 
to any capital addition. The regu- 
lations properly require that elimi- 
nations of intercompany stockhold- 
ings and borrowed capital be made, 
but they should be clarified in this 
respect, particularly as to the elimi- 
nation required when only part of a 
subsidiary’s stock was held on 
January 1, 1950. 

In split-up transactions appro- 
priate elements of the net capital 
addition or reduction prior to the 
transaction are allocated under 
special rules to the new subsidiary 
or other acquiring corporation. To 
determine the amounts, at January 
1, 1950, of the subsidiary’s equity 
capital, borrowed capital or inad- 
missible assets, allocation is made 
in the ratio which amount of each 
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such item transferred bears to the 
total amount of the item just prior 
to the transaction, assets being 
stated at their tax basis. The com- 
ponent corporation, which gives up 
the assets in a split-up, is deprived 
of the amount of any net capital 
addition which is allocated to the 
new subsidiary, much in the same 
manner as it is deprived of base 
period income and base period 
capital addition allocated to the 
subsidiary. The regulations prop- 
erly provide that the parent-com- 
ponent does not suffer any capital 
reduction on account of the acqui- 
sition of stock in the subsidiary. 


Average Base Period Net Income 


under Part IV: 


The Revenue Act of 1951 con- 
tains a retroactive amendment 
which adds Part IV to the excess 
profits tax law. This provision is 
in the nature of a liberalization of 
Part II. It deals with business 
properties acquired in certain tax- 
able transactions not covered by 
Part II, which deals with tax-free 
transactions only. The transaction 
must have occurred before Decem- 
ber 1, 1950, so that Part IV can 
have no prospective application, 
but 1950 returns may be amended 
to give effect to past Part IV 
transactions. 

For example, if substantially all 
the assets (except cash) of a sub- 


sidiary were taken over in a liqui- 
dation not tax-free under Section 
112(b)(6), or a business was pur- 
chased for stock or securities in a 
taxable transaction from a partner- 
ship or sole proprietorship, or from 
another corporation which was 
immediately liquidated, and the 
purchasing corporation continues to 
operate the business so acquired, 
Part IV may apply. In such case 
the purchasing corporation has the 
option of combining with its own 
base period net income the year- 
by-year base period net income 
(or net loss) of the business ac- 
quired in the Part IV transaction. 
Such combination can be made, 
however, only for the purpose of 
computing average base period net 
income under the general three- 
year average, because Part IV does 
not apply to the growth formula or 
relief sections. 

Treasury regulations are to be 
issued to establish rules for com- 
puting the purchasing corporation’s 
base period capital addition, its net 
capital addition or reduction and 
allocations of income under Part IV, 
and these rules must be consistent 
with those in Part II. It is possible 
for a purchasing corporation to 
benefit under Part IV from a cash 
purchase of assets with new funds, 
but the forthcoming regulations 
will apply limitations under the 
principles of Section 462(j)(1) of 
Part II. 
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Increasing Management Incentives —Stock 
Options and Deferred Compensation Plans 


By PHILIP BARDES 


There has been much newspaper 
publicity about the spectacular 
salaries and bonuses paid by some 
corporations to their key execu- 
tives. Less frequently considered, 
however, is the effect of taxation 
on these salaries and bonuses. A 
witness before the Senate Finance 
Committee, in the course of hear- 
ings on the Revenue Act of 1951, 
commented that under present tax 
rates he was required to earn 
$35,000 in order to buy a Ford 
automobile, $400,000 for a $22,000 
house, $20 for a pound of coffee, 
and $58,000 for a college education 
for his son. 

The combination of crushing per- 
sonal income tax rates and a 
spiraling inflation in living costs 
makes it imperative that corpo- 
rations have executive compensa- 
tion plans that will enable them to 
attract and hold top management 
personnel. 


Salary Increases: 


Salary increases can provide a 
partial answer, of course. Psycho- 
logically, a large salary is attractive 
(there is satisfaction in being known 
as a fifty- or a hundred-thousand- 
dollar-a-year man, even if you 
cannot keep it), and even under 
progressive tax rates something is 


left out of each dollar of increase. 
Increases also create problems, how- 
ever, for both employee and em- 
ployer. The employee is likely to 
find his living costs increased. He 
may desire to raise his standard 
of living, or his family may exert 
pressure for such change. Chari- 
table and social groups will expect 
him to increase his contributions 
to their purposes. The employer 
will feel, first of all, the added 
direct cost of paying compensation 
increases, which run the risk of 
not being deductible for tax pur- 
poses because they may be, in the 
opinion of the Treasury, excessive. 
Second, increases may create unrest 
among other employees and stock- 
holders, who will feel justified in 
demanding a larger share of profits 
for themselves. Third, approval by 
the Salary Stabilization Board may 
have to be obtained before increases 
can be paid. The penalty for 
unauthorized increases can be very 
stringent—the entire salary, not 
merely the unauthorized increase, 
may be disallowed to the corporate 
employer as a tax deduction and/or 
as an allowable cost under govern- 
ment contracts. 

These considerations have 
prompted an increasing number of 
employers to seek other executive 
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compensation devices that avoid 
any pitfalls for the corporation, that 
increase Management incentives 
and at the same time satisfy the 
universal desire of executives to 
increase their net salary after de- 
ducting taxes. 


Stock Options 


The use of employee stock op- 
tions as an incentive device is not 
new, but the utility of the method 
has, until recently, been narrowed 
by the Treasury’s position that the 
difference between the option price 
and the value of the stock at the 
time of exercise of the option repre- 
sents compensation to the employee 
at that time, regardless of whether 
or not the granting of the option 
was motivated by an intent to 
compensate the employee. This 
view was adopted by the Treasury 
in 1946, following the decision of 
the Supreme Court in the Smith 
case (Com’r v. Smith, 324 U.S. 177). 

There is considerable doubt as to 
the validity of the Treasury’s posi- 
tion that in any case the “spread” 
represents compensation, regardless 
of any intent to compensate; but 
whether or not valid, the ruling 
killed the stock option device. Cor- 
poration executives could not afford 
to risk accepting and exercising a 
stock option and having a tax 
asserted on the transaction at the 
very time that cash was needed to 
pay for the stock, on the chance 
that they might win in a court test. 


Restricted Stock Options: 


To relieve the harshness of the 
Treasury’s position the Revenue 
Act of 1950 added Section 130A 
to the Internal Revenue Code. 
Section 130A provides a set of 
rules for determining the tax conse- 
quences of employee stock options 
where the option was granted after 
February 26, 1945 (the date of the 
Smith decision) and exercised after 
December 31, 1949. 

The liberal treatment afforded 
by Section 130A is available only 
to “restricted stock options.” A 
restricted stock option is one 
granted after February 26, 1945 to 
an individual, for any reason con- 
nected with his employment, by his 
corporate employer or its corporate 
parent or subsidiary, to purchase 
stock in any of those corporations. 
The following conditions must also 
be met: 

1. The option price must be at least 85 
per cent of the fair market value of the 
stock at the time the option is granted. 

. The option by its terms must not be 
transferable except by will or intestate 
succession. 

3. The option by its terms must be exer- 
cisable only, during his lifetime, by the 
person to whom it is granted. 

4, At the time the option is granted, the 
person to whom it is granted must not 
own directly or indirectly more than 10 
per cent of the voting stock of his em- 
ployer or of its parent or subsidiary. The 
test of indirect ownership is virtually 
identical to the one used to determine 
personal holding company status. The 
parent or subsidiary relationship is de- 
termined by ownership of more than 50 
per cent of the voting power. 
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Effect of Exercise of Option: 

If all of the above-enumerated 
conditions are met, and if the em- 
ployee exercises his restricted stock 
option after December 31, 1949, 
at a time when he is still employed 
by the corporation granting the 
option or by its parent or subsidiary, 
or within three months after the 
termination of such employment, 
and if the stock is not disposed of 
for two years after the granting 
of the option nor for six months 
after the receipt of the stock, then 
no income results to the employee 
at the time he exercises the option 
and no deduction is allowed at 
any time to his employer (or its 
parent or subsidiary) on account 
of the transfer of the stock to him. 


Effect of Disposal of Stock: 


What happens upon the dispo- 
sition of stock acquired through 
the exercise of a restricted stock 
option? To answer this question, 
it is necessary to compare the fair 
market value of the stock at the 
time the option was granted with 
the option price. If the option 
price was 95 per cent or more of 
the value of the stock at that time, 
the difference between the option 
price and the value of what is 
received upon sale or exchange is 
treated as a long-term capital gain 
or loss. If the option price was 
between 85 and 95 per cent of the 
value of the stock at the time the 
option was granted, then there is 
included in the employee’s income 


as compensation, in the year of 
disposition (or in the year of death 
if the stock has not been disposed 
of), an amount equal to the amount 
by which the option price is ex- 
ceeded by the lesser of— 
(1) the value of the stock at the time of 
disposition (or at the date of death), or 
(2) the value of the stock at the time the 
option was granted. 

The basis of the stock (the option 
price) is increased by the amount 
included in income and the excess 
of the amount received on a sale or 
exchange over the basis as adjusted 
is taxed as a long-term capital 
gain. 

What the foregoing means tax- 
wise to the executive can be clearly 
shown by an example. It will be 
assumed that Mr. Smith receives 
a restricted stock option to pur- 
chase 100 shares of his corporation’s 
stock at a time when the stock is 
worth $100 per share. The option 
price is $96 per share (more than 
95 per cent of the value of the 
stock). Mr. Smith exercises the 
option, paying $9,600 for his stock. 
At a later time, more than two 
years after the option was granted 
and more than six months after 
its exercise, he sells the stock for 
$10,600. Under Section 130A, Mr. 
Smith realized no income when he 
exercised the option; and his $1,000 
gain on the sale of the stock is a 
long-term capital gain, subject to 
a maximum tax of $250 ($260 for 
taxable years beginning after Octo- 
ber 31, 1951). 
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If the option price had been 
$90 per share (between 85 and 95 
per cent of the stock value) there 
would be included in Mr. Smith’s 
income as compensation in the 
year of the sale the difference 
between the option price and (a) 
the selling price of the stock or 
(b) the value of the stock at the 
time the option was granted, which- 
ever is smaller. In this case the 
option price was $9,000 (100 shares 
at $90); the selling price of the 
stock was $10,600; and the value 
of the stock at the time the option 
was granted was $10,000. There- 
fore Mr. Smith realizes ordinary 
income on disposition of the stock 
of $1,000, the difference between 
the option price and the stock value 
at the time the option was granted. 
His basis, $9,000 is increased by 
this amount to $10,000, so that on 
the sale he realizes a long-term 
capital gain of $600. 


Date of Grant of Option: 


The requirement that the option 
price must be at least 85 per cent 
of the value of the stock at the 
time the option is granted may 
create a problem with reference to 
determining what is the date the 
option is granted. The problem 
can arise in one of several ways: 

1. An option is granted on November 1, 
1951, which cannot, by its terms, be ex- 
ercised before November 1, 1952. The 
Treasury has indicated that it will con- 
sider the effective date to be the date 
the option is granted even though it may 
not be exercised until some future date. 


2. An option is granted pursuant to ap- 
proval by the corporation’s board of 
directors, subject to subsequent ratifica- 
tion by the stockholders. Section 331 of 
the Revenue Act of 1951 provides that 
the effective date of such options is the 
date of actual grant rather than the 
date of ratification. 

3. An option is granted subject to subse- 
quent approval by a government agency, 
such as the Salary Stabilization Board. 
The Treasury has indicated that the 
date of actual grant of the option is the 
effective date, even though subsequent 
approval by some governmental agency 
may be required. 


Some Typical Provisions: 


A recent survey in The New York 
Times of 83 stock option plans 
adopted by companies listed on 
the major securities markets reveals 
that 32 offer stock at 95 per cent 
of market; 18 at 85 per cent; 1 at 
90 per cent; 5 with ranges from 85 
to 100 per cent; and 27 set the 
option price at full market value 
or even higher. The most common 
time limit on the exercise of options 
is 5 years; the next most common, 
10 years. Protection against stock 
splits, stock dividends, recapitali- 
zation, etc., is afforded in some 
plans by providing for adjustment 
of the number and price of option 
shares. 


Treasury Department Approval: 


Many of the plans adopted have 
been submitted to the Treasury 
for advance approval. Pending 
adoption of the regulations in final 
form, no plans have received 
such approval or disapproval thus 
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far. In no event will the Treasury 
pass on the valuation aspects of a 
proposed plan so that whether the 
85 per cent or 95 per cent rules 
have been met cannot be covered 
by an advance ruling. However, 
only closely held, unlisted corpo- 
rations would appear possibly to be 
vulnerable in this regard. 


Salary Stabilization Requirements: 


The Salary Stabilization Board 
has ruled that a restricted stock 
option may be granted on or after 
January 25, 1951 without prior 
Board approval if the option price 
is at least 95 per cent of the value 
of the stock at the time of granting 
the option and if the corporation 
agrees not to claim any amount as 
a cost or expense for any purpose 
on account of the exercise of the 
option. Restricted stock options 
which require an option price of 
less than 95 per cent may be granted 
on or after January 25, 1951 only 
after Board approval and only if 
at the time the option is granted 
the employee is entitled, under 
salary stabilization regulations, to 
a salary increase at least equal to 
the difference between 95 per cent 
of the value of the option stock and 
the option price of such stock. 


Deferred Compensation Plans 


The principal types of devices 
available to defer the receipt of 
compensation by the executive to 
a time when presumably he will be 
in lower income tax brackets are: 


(1) Pension, annuity and profit-sharing 
plans, both qualified and nonqualified. 

(2) Employment contracts providing for 
retirement pay. 

Pension, Annuity and Profit- 
Sharing Plans: 


Pension, annuity and _ profit- 
sharing plans, either insured or 
involving the creation of a trust, 
that qualify under the Internal 
Revenue Code achieve a desirable 
tax result, since they permit a 
current deduction to the employer 
but defer taxation to the employee 
until he receives payments under 
the plan. Usually, however, quali- 
fied plans can provide only a 
partial answer to the problem of 
increasing the executive’s net salary 
after taxes, since the Code pro- 
hibition against discrimination in 
favor of highly-paid employees 
makes broad coverage of employees 
other than executives necessary. 
One advantage of a qualified plan, 
so far as the employee is concerned, 
is that if the entire amount payable 
to the employee is paid in one year, 
on account of the termination of 
his employment, the excess of the 
amount of the distribution over the 
employee’s contributions to the 
plan is taxable as a long-term 
capital gain.* 





* Section 335 of the Revenue Act of 1951 
further liberalizes this treatment by provid- 
ing that if the distribution includes securi- 
ties of the employer corporation, the amount 
of the excess attributable to the unrealized 
appreciation on such securities is to be ex- 
cluded. The appreciation will thus be tax- 
able only when the securities are disposed of. 
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Where a nonqualified plan is used 
the employer receives a current 
deduction for its payments under 
the plan only where the employee’s 
rights are nonforfeitable, in which 
case, however, the employee is 
currently taxed on the employer’s 
contribution. If the employee’s 
rights are forfeitable, he is taxed 
only as he receives payments under 
the plan. However, the employer 
is not entitled to a deduction for 
contributions in any year. 


Salary Stabilization Requirements: 


Generally, any new pension, 
annuity, stock-bonus or profit- 
sharing plan, and any amendments 
to existing plans which increase 
employer contributions or benefits 
must be approved by the stabili- 
zation authorities, unless the new 
plan or increased contributions 
qualify under the general terms of 
an applicable regulation. 


Employment Contracts with Provi- 
sion for Retirement Pay: 


The flexibility of arrangements 
possible under individual employ- 
ment contracts with key executives 
offers a means of avoiding the 
limitations and possible disadvan- 
tages of pension, annuity and profit- 
sharing plans designed to provide 
retirement benefits. The terms of 
such contracts may vary widely. 
They may provide for varying 
periods of employment and retire- 


ment. They may or may not grant 
survivorship rights to the em- 
ployee’s family. Very frequently 
the employee’s right to retirement 
pay is subject to one or more con- 
ditions, such as: 


(1) An agreement not to enter into the 
employ of a competitor upon retirement. 


(2) An agreement that the employee, after 
retirement, is to be available as a con- 
sultant. 


(3) An agreement that the employee for- 
feits retirement pay if he resigns before 
the contemplated retirement date. 


The basic purpose is, however, to 
provide that a certain number of 
years of active service at a specified 
rate of compensation will be fol- 
lowed by a certain number of years 
during which the employee will 
receive retirement pay, usually at 
a reduced rate. 

A typical contract in the case 
of a $50,000 a year executive whose 
salary the corporation wishes to 
increase to $60,000 would provide 
for compensation to continue at 
the rate of $50,000 per year for the 
next ten years, during which the 
employee would render active serv- 
ice. At the end of the ten years 
the executive retires and receives 
$10,000 per year for 10 more years, 
to be paid to his heirs should he 
die before the expiration of the 
ten-year retirement period. A con- 
tract of this type should result in 
deferral of the deduction to the 
employer and of taxation to the 
employee of the $10,000 salary 
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increase to the years of payment 
after retirement.* 


Salary Stabilization Requirements: 


While no rulings have been issued 
by the Salary Stabilization Board 
or its World War II predecessor 





* This device has been made even more 
desirable by two provisions of the Revenue 
Act of 1951. Section 302 of the Act pro- 
vides that amounts received by the bene- 
ficiaries of a decedent from his former em- 
ployer, pursuant to a contract, are, to the 
extent of the first $5,000 thereof, nontax- 
able. Section 329 affords long-term capital 
gain treatment to amounts received by an 
employee from the assignment or release, 


on whether this type of contract 
requires approval it would appear 
that where no increase in the 
present rate of compensation is 
involved such contracts should be 
exempt from stabilization require- 
ments. 





after more than 20 years’ employment, of 
rights to receive after retirement a percent- 
age of his employer’s future profits for a 
period of not less than 5 years (or for a 
period ending with the employee’s death), 
provided such amounts are all received in 
one taxable year and after the termination of 
employment, and provided that the rights 
were part of the terms of employment for 
at least 12 years. 





Establishing and Increasing the Excess Profits Credit 


(Continued from page 18) 


tends to reduce the effective rate of 
tax. The greater the number of sub- 
sidiaries means the greater number 
of taxpayers and the greater the 
number of taxpayers means the 
greater number of opportunities to 
obtain the benefit of the ceiling rate. 
For example, assume that Corpora- 
tions A, B and C (all calendar year 
corporations) each had a credit of 
$1,000,000 with excess profits net 
incomes of $1,000,000, $2,000,000 
and $3,000,000. The respective ex- 
cess profits tax liabilities under the 
Revenue Act of 1951 would be zero, 
$300,000 and $517,500 or an aggre- 
gate of $817,500 with C’s tax being 
computed under the ceiling. A 
merger of the three companies 
would result in $6,000,000 income 
with $3,000,000 credit and a tax 
liability of $900,000 without any 


benefit of ceiling rate. Tax cost of 


merging —$82,500. 


Distributions to Stockholders: 


Distributions to shareholders re- 
duce the amount of assets employed 
in the business and therefore reduce 
the excess profits credit. In order 
to keep such reduction at a mini- 
mum, management should defer, in- 
sofar as possible, the retirement of 
outstanding shares, refrain from a 
liberal dividend policy (assuming 
Section 102 penalty tax will not 
apply) and, in the case of distribu- 
tions contemplated for the early 
portion of the taxable year, post- 
pone the payment thereof until 
after the first 60 days. Such post- 
ponement will defer the reduction 
applicable to such dividend for 
another year. 
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Determination of Earnings Available for Dividends 


By JAMES E. GELBERT 
(Philadelphia Office) 


The term “‘accumulated earnings 
or profits” is tax parlance for 
earned surplus and as such is 
principally an accounting determi- 
nation. The determination of accu- 
mulated earnings or profits is of 
vital interest to the stockholders 
because the results reveal how the 
dividends they receive will be taxed. 
Thus, if it is determined that a 
deficit in accumulated earnings or 
profits exist, dividends may be 
partially or wholly tax free in the 
hands of the stockholders. 


Source of Corporate Distributions: 


Under the Internal Revenue 
Code, distributions by corporations 
are presumed to be paid in the 
following order: (1) out of earnings 
of the current year, (2) out of 
earnings accumulated since Feb- 
ruary 28, 1913, (3) out of earnings 
accumulated prior to March l, 
1913, and (4) out of all other 
sources, usually capital. To the 
extent the distributions are paid 
from either (1) or (2) they are 
taxable as ordinary income; to the 
extent they are paid from (3) or (4), 
they represent a return of capital 
and reduce the cost basis of the 
stock owned by the stockholder. 
Any excess of distributions consti- 
tuting a return of capital over the 
cost basis represents a long-term 


capital gain subject to the alterna- 
tive tax rate.* 

In these days of high tax rates, 
it can be readily understood that 
the receipt of cash, either tax free 
or subject to a 25 per cent tax rate 
(26 per cent of the taxable year 
begins after October 31, 1951), 
would be most favorably received 
by any individual stockholder, 
especially one who does not have 
to surrender his stock in exchange 
for the cash. 


Common Situations in Which Deficit 
in Accumulated Earnings or 
Profits May Exist: 

It might be assumed that if a 
deficit in accumulated earnings or 
profits existed it would be known 
to anyone familiar with the surplus 
accounts of the taxpayer corpo- 
ration. Unfortunately, this is not 
true. Earned surplus is not always 
synonymous with accumulated 
earnings or profits. Wherever the 
books of a corporation are main- 
tained on a basis different from 
that used to determine taxable 
income, it is possible for a deficit 





*The payment of dividends from the in- 
crease in value of property accrued before 
March 1, 1913, has been excluded from dis- 
cussion because of the rarity of such pay- 
ments and because the technical problems 
involved are difficult to explain in a paper 
of this length. 
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in accumulated earnings or profits 
to exist without it being obvious 
from the books of account. These 
instances usually occur with corpo- 
rations having a corporate existence 
which extends over a long period 
of time, so that the events giving 
rise to the deficit have become 
dimmed by the passage of time and 
changes of management. 

There are three principal types 
of cases where a deficit in accumu- 
lated earnings or profits may exist 
without being obvious to manage- 
ment or to the accountants. They 
are: first, cases in which a corpo- 
ration has undergone a quasi- 
reorganization and written off a 
deficit either by a reduction of par 
or stated value of capital stock or 
by a reduction of the basis of fixed 
assets; second, certain cases in 
which a corporation prior to 1936 
has issued its capital stock for 
assets, usually stock of another 
corporation, and has used as the 
book basis of such assets the par 
or stated value of the stock issued 
rather than its fair market value 
which was required to be used for 
tax purposes; third, cases in which 
a corporation may have had large 
accumulated earnings at March 1, 
1913, and has had accumulated 
losses since that time. The fore- 
going may be illustrated by the 
following examples: 

The A corporation was incorpo- 
rated in 1928, when it acquired 
large holdings of timber lands. 
From the time of its organization 


until 1936, it sustained large losses 
due primarily to the depression. 
As of December 31, 1937, it was 
reorganized in a quasi-reorganiza- 
tion. The timber lands were re- 
valued downward, the par value of 
the capital stock was reduced, the 
accumulated deficit was eliminated 
and a new and dated surplus 
account was created. The company 
began to prosper. By 1949 the 
corporation’s financial position was 
excellent. It was at this time that 
it was realized that a tax saving 
situation for stockholders might 
exist. If it could be determined 
that there was a deficit in accumu- 
lated earnings or profits, it was 
possible to dispose of certain unpro- 
ductive timber lands, thus pro- 
ducing losses in excess of current 
income. Consequently, it would be 
possible for the corporation to make 
distributions to the stockholders 
which would be nontaxable and, 
furthermore, in an amount exceed- 
ing the customary distributions. 

In this instance, the determina- 
tion proved the existence of the 
deficit and the stockholders received 
the cash distribution without the 
payment of tax. Management was 
not disturbed by the necessity of 
reporting a loss, for the loss existed 
only for tax purposes. The finan- 
cial statements still showed income 
for the year. 

In the second case, the B corpo- 
ration was organized in 1920 as a 
utility holding company. During 
the 1920’s it acquired interests in 
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various operating companies by 
exchanging its own stock for stocks 
of the other corporations. In most 
instances, the number of shares 
issued did not give any of the 
transferors control, i.e., 50 per cent, 
as required by Internal Revenue 
Code Section 113(a)(7); therefore, 
the amount of capital paid in 
should have been computed on the 
basis of the fair market value of the 
stock issued. However, the par 
value of the stock was used both 
for the purpose of the capital stock 
account and for the bases of the 
stocks acquired. Ultimately, there 
was a difference of $6,000,000 be- 
tween the tax basis of the acquired 
stocks and the basis used for book 
purposes. In 1942 the B corpora- 
tion sold stocks of several of the 
operating companies, and sustained 
losses for tax purposes that were 
$5,000,000 in excess of those taken 
on the books. Therefore, when the 
corporation sustained a loss in 1950, 
it was conjectured that the distri- 
bution to the stockholders in that 
year might be tax free and a deter- 
mination of accumulated earnings 
or profits was in order. After the 
determination had been made and 
a deficit was found to exist, the 
stockholders were informed of the 
true nature of the distribution. 

The third example involves the 
C corporation that was incorpo- 
rated in 1890. This corporation 
owned several street railroad com- 
panies that were extremely suc- 
cessful during the years prior to 


1913. Therefore, when the 16th 
Amendment to the Constitution 
was enacted on March 1, 1913, the 
C corporation had accumulated a 
large surplus, comprising dividends 
from the subsidiary companies. 
This money had not been dis- 
tributed to stockholders, having 
been retained for the purpose of 
expansion. The C corporation con- 
tinued to make money until the 
time of the depression. However, 
from 1931 until 1947 the corpora- 
tion entered into a period of 
continued losses. The losses ex- 
ceeded the earnings accumulated 
since February 28, 1913, but did not 
eliminate the pre-1913 accumula- 
tion. Therefore, the books of the 
corporation continued to show an 
amount of earned surplus. How- 
ever, during the years 1945, 1946, 
and 1947, the corporation paid divi- 
dends on its outstanding preferred 
stock. These dividends were obvi- 
ously paid from earnings accumu- 
lated prior to March 1, 1913, and 
were, therefore, a return of capital 
to the stockholders. Fortunately, 
when the study of accumulated 
earnings or profits was made in 
1947, the taxable years involved 
were not closed by the lapsing of the 
statute of limitations and the man- 
agement was able to inform the 
stockholders that claims for refund 
were in order. 


Quasi- Reorganizations: 


In the type of case involving the 
quasi-reorganization, the account- 
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ant should look for a dated surplus 
on the financial statements and 
should pay particular attention to 
the surplus transactions which took 
place in the period from 1936 to 
1939, when most reorganizations of 
this type took place. 

It might be noted at this point 
that the mere existence of a deficit 
in accumulated earnings or profits 
is not sufficient to enable a corpora- 
tion to pay a nontaxable distribu- 
tion. The distribution must exceed 
the earnings for the taxable year. 
However, corporations that under- 
went quasi-reorganizations usually 
revalued assets downward. The re- 
valuation was for book purposes 
only—the assets retain their original 
tax base; therefore, it is often possi- 
ble to dispose of such assets, creat- 
ing a taxable loss for the current 
year. 


Capital Stock Issued for Stock of 
Another Corporation: 


In the second type of case where 
the corporation’s stock was ex- 
changed for stocks of other com- 
panies without the necessary 50 per 
cent control requisite, the period 
subsequent to 1936 can usually be 
ignored, for the reason that, after 
that date, such exchanges result in 
a carry-over of basis under Section 
113(a)(7) of the Internal Revenue 
Code. In such later transactions, 
the tax values are not likely to 
exceed the book basis of the stocks 
acquired since the transferor’s basis 
is usually carried over to the books 


of the acquiring corporation. Con- 
sequently, the accountant should 
concentrate on capital transactions 
prior to 1936 and particularly those 
occurring in the 1920’s when most 
of the holding companies were estab- 
lished or enlarged. 


Accumulated Earnings at March 1, 
1913, Reduced by Subsequent 
Losses: 

In the third type of case, a com- 
parison of the current surplus ac- 
count with that of 1913 will usually 
indicate the possibilities. However, 
the mere fact that accumulated 
earnings or profits today are less 
than those in existence at March 1, 
1913, does not prove the existence of 
a deficit in accumulated earnings or 
profits since March 1, 1913. Losses 
for any year subsequent to March 1, 
1913 will reduce accumulated earn- 
ings or profits as of that date to the 
extent that such losses exceed the 
undistributed earnings and profits 
since March 1, 1913. If the accumu- 
lated earnings as of March 1, 1913, 
were sufficient to absorb these sub- 
sequent losses, a new starting date 
is established and earnings accumu- 
lated after the loss years are avail- 
able for taxable dividends (Section 


29.115-2, Regulations 111). Ex- 
ample: 
February 28, 1913—balance 
of accumulated earnings or 
IN pos ict Sectans Bade uty $300,000 
March 1, 1913 to December 
31, 1948—income........ 125,000 
jo ae (300,000) 
1950—income.............. 100,000 
1951—income.............. 25,000 
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A distribution of $125,000 during 
1951 would be entirely taxable, be- 
cause the March 1, 1913, balance 
($300,000) was sufficient to absorb 
the excess of the 1949 loss ($300,000) 
over post-1913 earnings ($125,000). 
Therefore, the 1951 dividend is 
taxable to the extent of the post- 
1949 earnings ($125,000). However, 
if the pre-1913 earnings are not 
sufficient to absorb the post-1913 
losses, the excess losses must be 
restored before earnings or profits 
begin to accumulate. 


Technique of Determining 
Accumulated Earnings or Profits 


The technique determining 
whether a deficit in accumulated 
earnings or profits exists revolves 
around the creation of a tax balance 
sheet. This means, literally, the de- 
termination of the tax basis of assets 
and liabilities as of a certain date, 
and the distribution of the excess 
of assets over liabilities among paid- 
in capital, pre-March 1, 1913 sur- 
plus, and post-February 28, 1913, 
surplus. 

A typical determination would 
probably involve the following steps: 
Working papers would be prepared 
showing a year by year analysis of 
earnings or profits. The analysis 
for each year would show the rec- 
onciliation of income per the books, 
taking into account all surplus items, 
with income as finally determined 
by the Treasury Department. Tax- 
able income would then be adjusted 


to reflect earnings or profits for the 
particular year. 


Adjustments to Taxable Income to 
Determine Earnings or Profits 
of the Year: 


This latter adjustment would in- 
clude the addition of income which 
is realized but is nontaxable by law 
and the subtraction of expenses or 
losses sustained but not deductible, 
including Federal income tax. A 
rule of thumb would be to subtract 
only those expenditures which do 
not add to an asset or reduce a lia- 
bility. Excess contributions reduce 
cash and do not create another asset, 
and, therefore, are subtracted. Or- 
ganization expenses, on the other 
hand, create an asset and should 
not be subtracted. Items charged 
off on the books as repairs and cap- 
italized by a revenue agent, increase 
an asset and should be restored. 
The corporation’s regular method 
of accounting, properly employed, 
governs the date and the amount 
of accrual of income or expense. If 
the accrual basis is used, income 
taxes for the year must be deducted 
(Fawcus Machine Co. v. U. S., 282 
U. S. 375); if the cash basis is used, 
income taxes are not deducted until 
paid (G. C. M. 2951, C. B. VII-1, 
160). A taxpayer computing in- 
come on the installment basis for 
tax purposes must employ the in- 
stallment basis for purposes of ac- 
cumulated earnings or profits (Com’r 
v. Smith Texas Lumber Co., 333 U.S. 
496). Amortization of emergency 
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facilities rather than ordinary de- 
preciation is deducted in computing 
earnings or profits (I. T. 3543; C. B. 
1942-1, 111). On the other hand, 
unit depletion and not percentage 
depletion is deducted. A renegotia- 
tion refund reduces earnings of the 
year subject to renegotiation (I. T. 
3688, C. B. 1944, 401). Additions 
to reserves which are not deduct- 
ible for, tax purposes are not de- 
ductible in determining earnings or 
profits. (Siegel, 29 B. T. A. 1289.) 


Effect of Distributions Made During 
Year: 

After the earnings or profits for 
the year are found, it is necessary 
to determine the effect of distribu- 
tions made during the year on the 
earnings or profits or on accumu- 
lated earnings or profits. To the 
extent that a distribution made 
after January 1, 1936, does not ex- 
ceed the current year’s earnings or 
profits, it is a taxable dividend and 
is properly chargeable against the 
earnings or profits of the year. In 
years prior to 1936, it was neces- 
sary to determine whether or not 
there were accumulated earnings or 
profits available at the date of the 
distribution. If the current year’s 
earnings did not restore a deficit 
accumulated at the beginning of a 
year. prior to 1936, the distribution 
was considered as being nontaxable 
and not deductible in computing 
accumulated earnings or profits. 

If there are current earnings or 
profits but the distribution is larger, 


the distribution is a proper charge 
against earnings or profits to the 
extent of the year’s earnings (after 
January 1, 1936) and the excess is 
a charge against accumulated earn- 
ings or profits if available. Gener- 
ally, to the extent that a distribu- 
tion is taxable to the stockholders, 
it is a proper charge against post- 
1913 earnings or profits. Stock 
dividends which are exempt from 
taxation are not deductible. Dis- 
tributions made in a reorganization, 
which did not result in taxable in- 
come to the distributee, are not 
deductible. Distributions made in 
a partial liquidation (retirement of 
preferred stock, for instance) are 
charged to capital to the extent of 
the amount paid in and any excess 
is chargeable to earnings or profits. 


Effect of Tax-Free Reorganization 
or Liquidation: 

Special problems may arise when 
the corporation has absorbed the 
assets of another corporation in a 
tax-free reorganization or liquida- 
tion. If the predecessor company 
had accumulated earnings or prof- 
its, they become accumulated earn- 
ings or profits of the transferee 
(Com’r v. Sansome, 60 F. (2d) 931, 
cert. den. 287 U. S. 667). However, 
where the predecessor had a deficit 
in accumulated earnings or profits, 
such deficit may not be deducted 
from the transferee’s accumulated 
earnings or profits (Com’r v. Phipps, 
336 U.S. 410). On the other hand, 


(Continued on page 51) 
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Consolidated Returns 


By PAUL D. YAGER 
(Detroit Office) 


As amended by Section 301 of the 
Excess Profits Tax Act of 1950, 
Code section 141 provides for the 
filing of consolidated ifcome and 
excess profits tax returns by affili- 
ated groups of corporations for tax- 
able years ended after June 30, 
1950. Thus, taxpayers are extended 
the privilege, for excess profits tax 
as well as income tax purposes of 
ignoring the legal entity of corpo- 
rations and treating a group of 
closely related corporations as a 
business entity. To be sure, the 
privilege is not without the onerous 
detriment of 2 per cent additional 
surtax. Also, the privilege is not 
available to great numbers of cor- 
porations, since the ownership re- 
quirements are comparatively 
stringent. 


Definition of Affiliated Group: 


Section 141(d) defines an affiliated 
group as a chain of corporations, the 
parent of which is an includible cor- 
poration owning at least 95 per cent 
of the voting stock and at least 95 
per cent of the nonvoting stock of 
at least one of the other includible 
corporations. The chain then ex- 
tends to every other includible cor- 
poration whose stock is owned in at 
least the foregoing percentages by 
another includible corporation. The 


term, ‘“‘includible corporation,” 
which is vitally important both in 
determining the presence or absence 
of an affiliated group and in deter- 
mining which corporations are with- 
in the group, is defined by Section 
141(e) as any corporation except 
tax-exempt corporations, insurance 
companies, foreign corporations, 
China Trade Act corporations, regu- 
lated investment companies and 
regulated public utilities. There are 
certain other nonincludible corpo- 
rations defined in Section 141(e) as 
well as procedures to be followed in 
those cases where it is desired to 
include certain of the normally non- 
includible corporations as includible. 

Certain corporations, exempted 
from the excess profits tax by Sec- 
tion 454, lose their exemption if they 
elect to be considered as includible 
corporations under Section 141(e) 
and consent to be included in a con- 
solidated return. Included in this 
class of corporations are (1) personal 
holding companies, (2) Western 
Hemisphere Trade corporations and 
(3) domestic corporations deriving 
95 per cent or more of their income 
from sources outside the United 
States and 50 per cent or more of 
such income from the active con- 
duct of a trade or business. Any 
affiliated group filing such a return 
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for the first time should consider 
the advisability of excluding such 
corporations from the group. 


Consolidated Return Rules: 


After it has been determined that 
several taxpayers constitute an 
affiliated group and are therefore 
entitled to file a consolidated return, 
there are numerous procedural and 
substantive rules which must be fol- 
lowed in preparing the return. 

With regard to the many detailed 
and complicated rules set forth in 
Consolidated Return Regulations 
129, it may be well to insert a caveat 
at this point. Section 141 of the 
Code is extremely brief, Congress 
having left all details to regulations 
to be prescribed by the Secretary. 
Included in Section 141(a) is the 
provision that all corporations join- 
ing in a consolidated return must 
consent to the consolidated return 
regulations in effect on the due date 
for filing the consolidated return. 
To the extent, therefore, that Regu- 
lations 129 are not unreasonable and 
do not actually conflict with the 
Code, they have the effect of law. 
Extreme care must be taken to con- 
sider each section of Regulations 
129 which may have a bearing upon 
the taxpayer’s position. 

One of the important procedural 
rules and one which may have the 
broadest general application is that 
which provides that each member of 
the group shall adopt the taxable 
year of the common parent which 
shall be the taxable year of the 


affiliated group. If the usual notice 
of 60 days prior to the end of the 
short period cannot be given for 
change of taxable year, such notice 
shall be given at the time of or prior 
to filing the consolidated return. 

Another broad rule requires the 
application of accepted consolidated 
financial statement accounting prin- 
ciples. It is clear that the purpose 
of permitting consolidated returns, 
i. e., the recognition of a business 
entity rather than a group of sepa- 
rate legal entities, cannot be served 
without consolidated balance sheets 
and income statements showing the 
status and operating results of a 
parent and its subsidiaries after the 
elimination of transactions solely 
between the related companies. 

Section 24.44 of Regulations 129 
provides that accounting methods 
of affiliates may differ only with the 
Commissioner’s consent. The sec- 
tion provides that if a consolidated 
return is to be filed on an accrual 
basis, none of the affiliates may 
report on a cash basis. Further- 
more, in the year of the change, the 
former cash basis taxpayer must 
report as income all items which 
accrued in an earlier year but were 
properly omitted in such earlier year 
under the cash basis. Items of ex- 
pense shall be treated in the same 
manner. Although Section 24.44(b) 
permits a combination of such 
methods with the approval of the 
Commissioner, it is to be expected 
that such approval will be difficult 
to obtain. 
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Consolidated Excess Profits Credits: 


Parts II and III of the Excess 
Profits Tax Act of 1950 relate to 
the computation of income and in- 
vested capital credits, respectively, 
in the case of liquidations, mergers 
and consolidations. Since the aim 
of Section 141 is to permit the 
filing of a consolidated return, as 
though, in effect, such a consolida- 
tion or merger had taken place, it is 
to be expected that the rules con- 
tained in Parts II and III for deter- 
mining credits for acquiring and 
component corporations will be of 
great importance in determining 
Congressional intent as it applies to 
Section 141. 

It is apparent that consolidated 
returns have not been authorized in 
order to give affiliated groups tax 
advantages over branch businesses 
operated as a single corporation. 
Congressional intent is to equalize 
treatment of the two types of opera- 
tions. As the Senate Report on the 
Revenue Act of 1928 stated: 

Much of the misapprehension about con- 
solidated returns will be removed when 
it is realized that it is only when the cor- 
porations are really but one corporation 
that the permission to file consolidated 
returns is given, and that no ultimate 
advantage under the tax laws really re- 
sults. The present law permits the filing 
of consolidated returns only where one 
corporation owns at least 95 per cent of 
the stock of the other corporation or if 
at least 95 per cent of the stock of both 
corporations is owned by the same inter- 
est. The provision embodies the business 
man’s conception of a practical state of 
facts. (1939—1 C. B., Part 2, p. 418.) 


However, the assumption that the 
same result will be reached whether 
corporations remain separate 
entities and file consolidated returns 
or whether a Part II transaction is 
completed is not only unwarranted 
but may be dangerous. While there 
is a close parallel between the con- 
solidated returns regulations and 
the Part II regulations, each com- 
parable section of the two regula- 
tions must be carefully compared to 
determine the effects of a proposed 
merger or consolidation. 

With reference to the many com- 
plicated rules for computing con- 
solidated excess profits tax credits, 
limitations of space prohibit more 
than a cursory inspection in this 
article. Therefore, there are dis- 
cussed only a few of them, limited 
to those of general applicability, fol- 
lowed by a short discussion of the 
advantages and disadvantages 
which must be weighed in order to 
arrive at a decision as to whether 
consolidated returns should be filed. 


Consolidated Credit Based on Income: 


Consolidated average base period 
net income is determined in essen- 
tially the same manner as in the 
preparation of a separate return 
with the qualification that at least 
two important additional adjust- 
ments may be necessary. First, if 
an affiliate is a member of the group 
for only part of the taxable year, 
the average base period net income 
for that affiliate must be reduced in 
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proportion to the portion of the year 
during which it was not a member. 

Second, if a subsidiary’s stock 
was acquired after the beginning of 
the base period to the extent that 
the consideration for such acquisi- 
tion was not the issuance of stock, 
the proportionate part of the in- 
come or deficit of the subsidiary 
prior to acquisition must be re- 
duced. Here, as it is in Part II, 
the purpose is to prevent the dupli- 
cation of base period experience by 
the acquisition of assets or stock 
which carry their own base period 
experience in exchange for other 
assets which have already had their 
base period effect in the hands of 
the acquiring corporation. 

In applying Section 435(e), relat- 
ing to the growth formula, Section 
24.31(b)(15) of Regulations 129, 
provides that the various qualifica- 
tions evidencing growth during the 
base period must be met by refer- 
ence to consolidated amounts, in- 
cluding, however, only those corpo- 
rations which commenced business 
prior to the beginning of the con- 
solidated base period. 

In computing the alternative av- 
erage base period net incomes under 
Section 442 (abnormalities during 
the base period), Section 443 (change 
in products or services), Section 444 
(increase in capacity), and Section 
446 (depressed industry subgroups), 
Section 24.31(b)(17) of Regulations 
129 provides that the mathematical 
tests which are provided in these 
Code sections must be applied to 


those members of the group, as a 
unit, which commenced business 
prior to the beginning of the base 
period. Thus, either each such mem- 
ber must meet the particular quali- 
fications or one or more of such 
members must have an excess great 
enough to more than offset those 
members who do not qualify under 
separate computations. 


Consolidated Credit Based on 
Invested Capital: 


In computing the consolidated 
excess profits credit based on in- 
vested capital under both the asset 
and the historical methods, Part III 
of the Act relating to liquidations, 
mergers and consolidations may be 
of great assistance in interpreting 
the consolidated returns regulations. 
In theory, at least, Congressional 
intent as expressed in some detail 
in Part III, should lead to a degree 
of uniformity between the compa- 
rable provisions of the rules laid 
down in the consolidated returns 
regulations and those set forth in 
Part III. 

Section 24.31(b) of Regulations 
129 provides two rules for the elimi- 
nation of intercompany stock hold- 
ings. Application of the rules de- 
pends upon the nature of the basis 
of the stock of the affiliate, one rule 
applying where stock of an affiliate 
is held with a cost basis, the other 
where stock of the affiliate is held 
with a basis other than cost. Sec- 
tion 24.31(b) (12) provides that stock 
is held with a basis other than cost 
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if the basis is determined either by 
reference to other property previ- 
ously held by the corporation, or 
by reference to its basis in the hands 
of a preceding owner. Stock is con- 
sidered to be held with a cost basis 
in all other cases. The rules are: 
(1) Where a member of the group owns 
stock of another member of the group 
and such stock has a cost basis, con- 
solidated invested capital is the aggre- 
gate of the invested capital of the 
parent and any earnings or losses of 
the subsidiary accumulated since the 
date of the acquisition. The capital 
stock and surplus of the subsidiary, as 
of the date of acquisition of 95 per 
cent ownership, are eliminated from the 
combined capital and surplus of the 
parent and subsidiary. 


(2) Where stock of another affiliate is held 
with a basis other than cost, consolidated 
invested capital is the aggregate of the 
invested capital of the parent and the 
invested capital of the subsidiary. The 
adjustment required is the elimination 
of the parent’s investment in the sub- 
sidiary’s stock from the combined in- 
vested capital of parent and subsidiary. 


Advantages of Consolidated Returns: 


The advantages and disadvan- 
tages of reporting on a consolidated 
basis must be carefully considered 
and weighed before a decision is 
made to file or not to file a consoli- 
dated return. The only accurate 
manner in which to weigh the ad- 
vantages and disadvantages is to 
make detailed computations on both 
bases. 

The advantages in filing a con- 
solidated return result from the util- 
ization by members of the group of 





tax reducing factors existing in an- 
other member where such factors 
would not be available in separate 
returns as carry-overs and carry- 
backs. Operating losses of one mem- 
ber may offset profits of another. 
An affiliate may have a greater ex- 
cess profits credit than it can use 
which may be availed of by another 
affiliate having an insufficient credit. 
Net capital losses of one affiliate 
may offset capital gains of other 
members. 

Another advantage arises from 
the elimination of intercompany 
dividends. Such elimination results 
in decreased taxable income to the 
extent of the 15 per cent portion of 
intercompany dividends which is 
not eliminated on separate returns 
for normal and surtax purposes. 


Disadvantages of Consolidated Re- 
turns: 

The disadvantages in filing con- 
solidated returns are indeed many 
and formidable. First and foremost 
perhaps, is the 2 per cent penalty 
surtax applied to consolidated sur- 
tax net income which represents a 
substantial deterrent unless the con- 
solidated excess profits tax is com- 
puted under the maximum ceiling 
rate. 

If the affiliates are of such size 
that consolidated invested capital 
aggregates more than $5,000,000, a 
disadvantage exists in the fact that 
the excess over $5,000,000 produces 
an excess profits credit computed at 
the rate of only 10 per cent rather 
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than 12 per cent. Similarly, if the 
aggregate exceeds $10,000,000, the 
excess produces a credit computed 
at the rate of only 8 per cent instead 
of 10 or 12 depending upon the 
bracket in which the separately com- 
puted invested capitals would fall. 
To the extent that an affiliate has 
a deficit, the offsetting of such 
deficit against the accumulated 
earnings and profits of another 
affiliate will result in a lesser in- 
vested capital credit. To the extent 
that such deficits are attributable 
to losses suffered during the consoli- 
dated recent loss period, this dis- 
advantage may be alleviated to a 
certain extent by the recent loss 
adjustment. Under the asset 
method the invested capital upon 
which the credit is computed con- 
sists of the sum of equity capital, 
capital addition for the taxable 
year, 75 per cent of average bor- 
rowed capital, and the recent loss 
adjustment. Section 24.31(a)(45) 
and (46) provides that the consoli- 
dated recent loss period is the con- 
solidated base period or the ten- 
year period beginning January 1, 
1940, whichever results in the larger 
recent loss adjustment. Recent loss 
adjustment is defined as the excess 
of the combined net operating losses 
over the combined net incomes. 
Upon the application of consoli- 
dated financial statement account- 
ing principles, the elimination of 
intercompany receivables and pay- 
ables may result in the elimination 
of a payable which would otherwise 


qualify as borrowed capital on a 
separate return. 

Section 24.39 of Regulations 129 
requires certain inventory adjust- 
ments which may be unfavorable. 
For example, the opening inven- 
tories for the first consolidated re- 
turn period must be decreased for 
any intercompany profits included 
therein by reason of purchases from 
other members of the affiliated 
group. The result of this adjust- 
ment is to decrease the cost of goods 
sold and increase profit for the con- 
solidated return period even though 
such intercompany profits contained 
in inventories were.taxed previously 
on separate returns. 

Another disadvantage when the 
affiliates are comparatively small is 
the loss of the $25,000 exemption 
from surtax and of the $25,000 
minimum excess profits credit to 
which each would be entitled on a 
separate return. 

Another requirement which may 
prove to be a disadvantage arises 
from the application of Section 
24.34 of Regulations 129. This sec- 
tion requires that upon the sale of 
stock of an affiliate by another 
member of the group the basis of 
such stock must be reduced to the 
extent that operating losses of the 
issuing corporation served to reduce 
income of the group during consoli- 
dated return periods. This require- 
ment is one which may have tax 
consequences in years subsequent to 
the year in which the consolidated 
return is filed. 
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While, at first blush, the ability 
to offset losses against profits and 
excessive excess profits credits 
against insufficient credits makes 
the privilege of filing consolidated 
returns appear very desirable, a 
thorough reading of Regulations 129 
will quickly lead to the conclusion 
that first impressions may be mis- 
leading. The adjustments pre- 


scribed therein are so complicated 
that only by studiously computing 
the tax on a separate return and a 
consolidated return basis can a de- 
cision be reached. And even after 
such a computation has been com- 
pleted, unless the tax savings are 
substantial, the decision may well 
be that separate returns will be more 
advantageous over the long run. 





Determination of Earnings Available for Dividends 


(Continued from page 44) 


a deficit of the transferee corpora- 
tion may be used to reduce the ac- 
cumulated earnings or profits of the 
company absorbed. (Harter v. Hel- 
vering, 79 F. (2d) 12.) 


Proof of Amount Determined: 


After the year by year analysis 
of the accumulated earnings or prof- 
its (or deficit) is completed and the 
amount is ascertained, it is neces- 
sary to prove the determination. 
The proof is accomplished by the 
establishment of a tax balance sheet. 
Working papers setting forth the 
book balance sheet are prepared 
with columns for adjustments to 
arrive at the tax balance sheet. All 
items of reconciliation between book 
and taxable income disclosed in the 
year by year analysis, to the extent 
not offset by later adjustments or 


by the adjustments to earnings or 
profits, are journalized and set forth 
in the adjustment columns. Assets 
on the books are adjusted to the 
tax basis; assets not on the books 
are restored; “‘nontaxable’’ reserves 
are eliminated, and accruals and 
reserves are adjusted to reflect 
amounts claimed as tax deductions. 
Capital and surplus accounts are 
reconstructed to show paid-in capi- 
tal, pre-1913 earnings, and post- 
1913 earnings or deficit account. 
Where nontaxable distributions 
have been charged to surplts, it is 
necessary to reverse the books by 
charging pre-1913 surplus or paid-in 
capital. After all adjustments are 
made, the accumulated earnings or 
profits or deficit (post-1913) should 
agree with the amount ascertained 
in the year by year analysis. 
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Federal Tax Problems of Eleemosynary and 
Other Similar Tax-Exempt Organizations 


By HERMAN STUETZER, JR. 
(Boston Office) 


Background of the Exemption 
and Its Establishment 


It is indeed paradoxical that or- 
ganizations which are classified as 
tax exempt should have tax prob- 
lems. But, unfortunate as it may 
be, such is the case, and it is becom- 
ing increasingly more so as is evi- 
dent from some of the provisions of 
the Revenue Act of 1950. However, 
it must be conceded that many of 
the tax troubles which today beset 
tax-exempt organizations as a result 
of the enactment of the Revenue 
Act of 1950 are attributable to 
abuses of the tax law perpetrated 
by some of such organizations them- 
selves. 

Since the inception of the federal 
income tax in its modern form with 
the Revenue Act of 1913, Congress 
has accorded tax-exempt status to 
various types of organizations for a 
variety of reasons. Prominent 
among such organizations have al- 
ways been eleemosynary or charita- 
ble institutions which have been 
accorded the exemption as a matter 
of public policy stemming from Con- 
gressional concern for the public 
welfare. Today, Section 101 of the 
Internal Revenue Code is the 
source of all such exemptions; its 


nineteen subdivisions curt 
many diverse organizations, includ- | 
ing cemetery companies (subdivi- 
sion 5) and social clubs (subdivision 
9), labor organizations (subdivision | 
1) and chambers of commerce (sub- | 
division 7). One of the more im- | 
portant and comprehensive of these 
subdivisions is subdivision 6 which 
exempts: 


(6) Corporations, and any community 
chest, fund, or foundation, organized 
and operated exclusively for religious, 
charitable, scientific, literary, or educa- 
tional purposes, or for the prevention 
of cruelty to children or animals, no 
part of the net earnings of which inures 
to the benefit of any private share- | 
holder or individual, and no substantial 
part of the activities of which is carry- 
ing on propaganda, or otherwise at- 
tempting, to influence legislation.* * * 


Sec. 29.101-2 of Regs. 111 admon- 
ishes that an organization is not 
exempt from tax under Sec. 101 
merely because it is not organized 


for profit. This provision requires 


every organization claiming exemp- 
tion to file with the office of the local 
Collector of Internal Revenue an 
affidavit or questionnaire on a pre- 
scribed form to establish its exemp- 
tion. Although it is preferable to 
file the required form in all cases 
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where exemption is sought, never- 
theless, it has been held that failure 
to file the form does not negative 
the right of exemption which can 
be established in a proceeding to 
defeat a proposed assessment of tax. 

No attempt will be made herein 
to describe the various types of or- 
ganizations listed in the subdivisions 
of Sec. 101. Nevertheless, it should 
be emphasized that under which 
subdivision an organization qualifies 
can be a question of prime impor- 
tance. For instance, organizations 
which qualify under subdivision 6 
generally come within the definition 
of organizations, contributions to 
which are deductible as such for 
federal income, estate and gift tax 
purposes. On the other hand, or- 
ganizations qualifying only under 
some other subdivision generally do 
not come within this definition even 
though they may be endowed with 
some subdivision 6 characteristics, 
but, of course, contributions to such 
organizations may be deductible as 
business expenses. Furthermore, 
where such an organization has sub- 
division 6 purposes, even though 
not exempt under subdivision 6, 
amounts to be ultimately used for 
the organization for such purposes 
can probably be deducted as con- 
tributions if they are initially do- 
nated to another organization ex- 
empt under subdivision 6 whose 
functions include the application of 
its funds to the use of the first 
organization but only for the lat- 
ter’s subdivision 6 purposes. 


Under certain subdivisions of 
Sec. 101, organizations are com- 
pletely enjoined from the profit 
motive. Thus chambers of com- 
merce under subdivision 7 and civic 
leagues under subdivision 8 may 
not be “organized for profit’’ while 
cemetery companies under subdivi- 
sion 5 may not be “operated for 
profit.” However, none of these 
prohibitions is found in subdivision 
6, and it was held by the United 
States Supreme Court (Trinidad v. 
Sagrada Orden de Predicadores, 263 
U. S. 578) at an early date that a 
charitable organization was none 
the less such because it derived 
income from large property hold- 
ings and from the selling of wine 
and chocolate within its organiza- 
tion, such business being incidental 
to its main purpose. The Court in 
a broad dictum also indicated that 
the charitable destination of the 
income and not its source was the 
test. Since then there has been 
little difficulty with the direct 
holding in the decision that chari- 
ties can receive income such as 
rents, interest and dividends and 
even income from business inci- 
dental to their main purposes. But 
the Court’s dictum that the chari- 
table destination of the income and 
not its source was controlling has 
been a point of indecision. It has 
been quite generally followed where 
a charity itself engaged in business 
operations but still was held exempt 
while it has been both followed and 
rejected or distinguished in deci- 
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sions involving so-called “feeder 
corporations,” organizations whose 
only activity is running a business 
but whose income is required by 
their charters to be turned over to 
an exempt organization. Some of 
these problems have been clarified 
for the future by Sec. 301 of the 
Revenue Act of 1950, prospectively 
denying exemption to “feeder cor- 
porations” and prospectively taxing 
to organizations exempt under sub- 
divisions 1, 6, 7 and 14 of Sec. 101 
(with certain exceptions) their “‘un- 
related business net income” with- 
out taking away their exemptions 
for other purposes. 


Information Returns and 
Withholding 


The establishment of its exemp- 
tion does not end the tax problems 
of the eleemosynary or other exempt 
organization. Each year by the 15th 
day of the 5th month following the 
close of its established accounting 
period it must file with its local 
Collector of Internal Revenue an 
annual information return showing 
gross income, receipts, disburse- 
ments and other data (Form 990-A 
for subdivision 6 organizations and 
Form 990 for other organizations). 
However, Sec. 54(f), I. R. C., ex- 
empts from this requirement: (1) 
religious organizations, (2) educa- 
tional organizations with a faculty, 
curriculum and body of pupils, (3) 
charitable organizations or organi- 
zations for the prevention of cruelty 





to children or animals, supported in | 


whole or in part by the United 
States, any state or political sub- 
division thereof or by contributions 
from the general public, (4) frater- 
nal beneficiary societies (Sec. 101 
(3) ), and (5) instrumentalities of 
the United States (Sec. 101 (15) ). 
Thus, not only is the subdivision of 
Sec. 101 under which an organiza- 
tion is exempt of importance, but 
also the particular part of a sub- 
division can be of importance. For 
example, an organization which is 
exempt under Sec. 101(6) as a char- 
itable organization supported by 
contributions from the _ general 
public need not file Form 990-A 
annually although a very similar 
organization exempt under Sec. 
101(6) as a scientific organization 
must file. 

If an organization required to file 
a Form 990 or 990-A has no estab- 
lished accounting period, then Sec. 
29.101-2(e) of Regs. 111 requires 
that the return be filed on the basis 
of the calendar year. Contrary to 
a widely prevalent belief, shared 
even by some collectors of internal 
revenue, organizations required to 
file annual information returns un- 
der Sec. 54(f) cannot change their 
accounting periods at will. They 
must obtain the consent of the Com- 
missioner in the same manner as 
nonexempt corporations under 
Sec. 29.46-1, Regs. 111. 

Where an organization required 
to file a Form 990 or 990-A is the 
central organization in an associ- 
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ated group of similar organizations, 
it is unnecessary for each member 
of the group to file a separate return. 
Although the central organization 
must file a separate return, part or 


* all of the associated organizations 








may join in the filing of a single 
“sroup return” pursuant to Sec. 
29.101-2(f) of Regs. 111. 

An exempt organization, required 
to file an annual information return 
under Sec. 54(f), I. R. C., will show 
on such return any changes in its 
character since the last return was 
filed. Under Sec. 29.101-2(j) of 
Regs. 111, an exempt organization 
not required to file an annual infor- 
mation return is obligated to notify 
its local collector in writing of ‘“‘any 
changes in its character, operations, 
or purpose for which it was origi- 
nally created.” 

The fact that an organization is 
exempt from tax under Sec. 101 or 
even that as an exempt organization 
it is relieved from filing an annual 
information return on Form 990 or 
Form 990-A, does not relieve it from 
filing those information returns 
which are required of all taxpayers 
as to certain payments made to 
others which are not subject to with- 
holding. By the same token, such 
an organization must withhold in- 
come tax in the regular manner 
under Sec. 1622, I. R. C., on com- 
pensation paid to its employees and 
such income tax as is required by 
law (Sections 143 and 144, I. R. C.) 
or treaty on payments to nonresi- 
dent aliens or foreign corporations 





not engaged in business in the 
United States. 

Troublesome questions have 
arisen recently as to whether meals 
and lodging furnished to employees 
is compensation and hence subject 
to withholding. Although these 
questions are not peculiar to exempt 
organizations, they can be of par- 
ticular importance to hospitals, 
schools and other eleemosynary 
organizations which frequently 
operate on a tight budget with not 
too generously paid employees. Sec. 
29.22(a)-3 of Regs. 111 and corre- 
sponding provisions of earlier regu- 
lations have provided since 1940 
that: 

If a person receives as compensation for 
services rendered a salary and in addition 
thereto living quarters and meals, the 
value to such person of the quarters and 
meals so furnished constitutes income sub- 
ject to tax. If, however, living quarters 
or meals are furnished to employees for 
the convenience of the employer, the value 
thereof need not be computed and added 
to the compensation otherwise received 
by the employees. 


For years a liberal interpretation of 
the “‘convenience of the employer”’ 
rule as stated in this regulation had 
resulted in meals and lodging being 
treated as noncompensatory and 
hence nontaxable in the large ma- 
jority of cases. However, in 1950, 
Mim. 6472, 1950-1 C.B. 15, was 
promulgated and said of the above 
regulation: 

The second sentence quoted above must 


be construed in the light of the first sen- 
tence to avoid being inconsistent there- 
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with and to prevent violation of the stat- 
utory definition of gross income. The 
‘convenience of the employer’ rule is sim- 
ply an administrative test to be applied 
only in cases in which the compensatory 
character of such benefits is not other- 
wise determinable. It follows that the 
rule should not be applied in any case in 
which it is evident from the other cir- 
cumstances involved that the receipt of 
quarters or meals by the employee repre- 
sents compensation for services rendered. 


The first reaction to this ruling was 
that the convenience of the em- 
ployer rule had been relegated to a 
very subordinate position. Its exact 
meaning has never been delineated, 
but there is some indication in a 
subsequent unpublished ruling that 
the convenience of the employer 
rule has retained its vitality in all 
cases except where (1) the value of 
such benefits as meals and lodging is 
deducted from the employees’ total 
salary, (2) benefits are furnished in 
addition to a cash salary and a 
differential in pay exists if the em- 
ployee does not accept such benefits, 
or (3) the contract of employment 
by some other indication makes it 
clear that the board and lodging 
represent additional compensation. 
In any event, until the situation 
has been more adequately clarified, 
the only safe procedure to avoid 
possible liability to an institutional 
employer for failing to withhold 
on taxable compensation is to 


present all the facts of every 
doubtful situation to the Bureau 
for a ruling. 








Employee Relations 
and Federal Taxes 


In the field of employee relations, t 
many exempt organizations have | 
taken advantage of the opportunity 
available to them equally with tax- 
able organizations of setting up 
pension trusts approved by the 
Bureau under Sec. 165, I. R. C. 
The deductibility under Sec. 23(p), | 
I. R. C., of contributions made to 
such a trust is a matter of little 
moment to a tax-exempt organiza- | 
tion except insofar as the contribu- | 
tions may be connected with taxable | 
‘“‘unrelated business income.” | 
Nevertheless, deferring the taxa- | 
bility of benefits from such a trust 
until their receipt after retirement 
is of great importance to an organi- 
zation’s employees. 


err 


— 





An organization exempt under 
Sec. 101(6) can achieve the same 
result by buying individual annuity 
contracts for its employees without | 
setting up an approved trust or 
annuity plan. Due to an oft over- 
looked clause in Sec. 22(b)(2)(B), 
I. R. C., an employee of a Sec. 
101(6) organization receiving an 
annuity contract even with vested | 
rights realizes no taxable income 
until payments start thereunder. 


The Social Security Act Amend- 
ments of 1950 opened to organiza- 
tions exempt under Section 101(6) } 
a new means of fostering good em- 
ployee relations. Under these 
amendments such organizations 
may elect to come under the 
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Federal Insurance Contributions 
Act from which they were formerly 
excluded and thus obtain for their 
employees the old-age and survivors’ 
benefits available thereunder pro- 
vided that at least two-thirds of the 
employees concur. Employees not 
concurring will not be covered, but 
all employees hired or rehired after 
the effective date of the organiza- 
tion’s election will be covered. If 
an organization elects coverage, it 
can terminate coverage only by a 
two-year notice which cannot be 
given until at least eight years of 
coverage have elapsed. The rates 
of tax both on the employer and 
employee and the tax base are the 
same as for nonexempt employers. 


Revenue Act of 1950 


In enacting the provisions in the 
Revenue Act of 1950 affecting tax- 
exempt organizations, Congress was 
attempting to prevent the many 
abuses of the tax exemption which 
had developed over the years. 
These various provisions are highly 
complex and can only be briefly 
summarized in this paper. 


Unrelated Business Net Income: 


Supplement U, Secs. 421-424, 
was added to the Code, taxing to 
organizations exempt under sub- 
divisions 1 (labor, agricultural or 
horticultural organizations), 6 (see 
quote supra—churches, and con- 
ventions and associations of 


| churches were excepted), 7 (busi- 





ness leagues, chambers of commerce, 
real estate boards or boards of 
trade) or 14 (in this instance corpo- 
rations holding property and collect- 
ing income therefrom for 
organizations exempt under Sec. 
101(1), (6) and (7)) of Sec. 101 at 
regular corporate normal tax and 
surtax rates for taxable years be- 
ginning after December 31, 1950, 
their net income from unrelated 
business activities. The objective 
was to place these tax-exempt 
organizations on an equal footing 
with industry in general insofar 
as they competed with such indus- 
try. There is excluded from such 
income, dividends, interest, annui- 
ties, royalties, rents from real 
property (except from Supp. U 
leases), gains and losses from sale 
or exchange of property (except 
inventory or timber under Sec. 
117(k)(1) ), income from research 
for the United States or any state 
or political subdivision, research 
income of a college, university or 
hospital and research income of a 
research organization where the 
results are freely available to the 
general public. The term unre- 
lated business is defined as mean- 
ing any business not substantially 
related to the function constituting 
the basis of the organization’s Sec. 
101 exemption except that it does 
not include a business in which the 
work is done by volunteers, or one 
which is carried on by a Sec. 101(6) 
organization primarily for the con- 
venience of its members, students, 
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patients, officers or employees, or 
one which is the selling of merchan- 
dise received as gifts. 


Supplement U Leases: 


Frequently, organizations had in 
effect traded on their tax exemption 
by buying real estate with borrowed 
money and leasing it back either 
to the vendor or to others on favor- 
able terms which returned to the 
lessor over the term of the lease its 
purchase price plus interest. New 
Sec. 423, I. R. C., treats as unre- 
lated business income, taxable for 
years beginning after Dec. 31, 
1950, the rent from a “Supp. U 
lease’ which is a lease for more 
than five years (including an option 
to renew) where there is a “Supp. 
U indebtedness” in existence at 
the end of the lessor’s taxable year. 
Generally, such an indebtedness 
is one which was incurred directly 
or indirectly to acquire or improve 
the property. If the indebtedness 
is less than the adjusted basis of 
the property, then the net rents 
are includible in unrelated business 
income in an amount determined 
by multiplying them by a fraction 
with the year-end indebtedness as 
the numerator and the year-end 
adjusted basis of the property as 
the denominator. 


Feeder Corporations: 


Many tax-exempt organizations 
had been buying all the stock in 
corporations with going businesses, 
sometimes reorganizing them into 





new corporations, and in many cases 
paying for the stock out of future 
earnings. The operating subsidiaries 
had been claiming exemption on the | 
ground that all their income ulti- } 
mately went to an exempt organi- | 
zation. An addition to Sec. 101 
specifically eliminated this claim as f 
a ground for exemption for years 
beginning after Dec. 31, 1950. 





Loss of Exemption Due to Prohibited 
Transactions: 


Henge 


Tax-exempt organizations had 
frequently accorded to their cre- | 
ators or substantial benefactors 
treatment in business transactions 
more favorable than would have 
been accorded on an arm’s-length 
basis. To stop this practice, Sec. 
3813, I. R. C., was enacted, appli- 
cable for taxable years beginning 
after December 31, 1950 to all Sec. 
101(6) organizations except reli- 
gious organizations, educational or- 
ganizations with faculties, curricula 
and student bodies, organizations 
substantially supported by funds 
received from the United States, a 
state or a political subdivision or 
from the general public, and organ- | 
izations providing hospital or med- 
ical care or medical education or 
research. The section provides that 
any covered organization which 
after July 1, 1950 engages directly 
or indirectly with its creator or a 
substantial benefactor in one of the 
“prohibited transactions’ named 
therein shall be denied its exemption 
during taxable years subsequent to 
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the year in which it receives notice 
thereof from the Secretary of the 
Treasury. However, if the trans- 
action was entered into with the 
purpose of diverting a substantial 
amount of corpus or income from 
the exempt purposes, the denial of 
exemption may be retroactive. The 
“prohibited transactions’ which 
number six are (1) loans inade- 
quately secured or without reason- 
able interest, (2) payment of un- 
reasonable compensation, (3) ren- 
dering of services on a preferential 
basis, (4) any substantial purchase 
for more than adequate considera- 
tion, (5) any substantial sale for 
less than adequate consideration 
and (6) any substantial diversion 
of income or corpus. The Secretary 
of the Treasury has the discretion- 
ary power to restore the organiza- 
tion’s exemption for future taxable 
years upon the filing of a claim 
therefor. During any period after 
the “prohibited transaction’ due to 
which the organization has lost its 
exemption, no contribution to it is 
deductible for income, estate or gift 
tax purposes. If the loss of exemp- 
tion is retroactive, then for the year 
of the transaction or any earlier 
year, only contributions by a party 
to the prohibited transaction are 
nondeductible. Although Sec. 3813 
was aimed primarily at private 
charitable trusts, other covered Sec. 
101(6) organizations must beware 
lest they innocently fall into the 
trap of its broad language applied 
by a diligent revenue agent. 





Loss of Exemption Due to Accumula- 
tion of Income: 

New Sec. 3814, I. R. C., is a com- 
panion section to Sec. 3813 and 
applies to the same class of organi- 
zations, effective for taxable years 
beginning after December 31, 1950. 
It provides that exemption shall be 
lost for “‘the taxable year” if “the 
amounts accumulated out of income 
during the taxable year or any prior 
taxable year and not actually paid 
out by the end of the taxable year”’ 
are (1) unreasonable in order to 
carry out the organization’s pur- 
pose, (2) used substantially for 
other than its purpose, or (3) are 
invested so as to jeopardize the ac- 
complishment of its purpose. Loss 
of exemption apparently continues 
until the unreasonable accumula- 
tion is paid out or the forbidden 
practice terminates. There is no 
concomitant provision denying the 
deductibility for income, estate and 
gift tax purposes of contributions to 
the organization. However, it would 
seem that even without a special 
provision, contributions during any 
period in which the organization is 
not exempt under Sec. 101 (6) may be 
nondeductible. Like Sec. 3813, Sec. 
3814 was aimed at private charita- 
ble trusts, some of which, though 
providing for ultimate distribution 
to an eleemosynary organization, 
had been able, due to their exempt 
status, to build up vast pools of 
capital which were frequently used 
in highly speculative ventures some- 
times sponsored by the trust’s crea- 
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tor. But also like Sec. 3813, Sec. 
3814 is couched in broad language 
and can snare any unwary and well- 







intentioned Sec. 101(6) organiza- 
tions covered by its “102 like” 
provisions. 





then be made immediately after the 
end of the year at the current lower 


market prices. The taxpayer has 
thus effectively used the lower of 
cost or market for these segments 
of its inventory. 

Each taxpayer presents its own 
classification problem. Where de- 
partmentalization is feasible it has 
been found that a breakdown of 
inventory by departments is accept- 
able to the Treasury and usually 
proves most satisfactory to the tax- 
payer. The regulations provide that 
products should be segregated into 
natural groups on the basis of either 
(1) similarity in factory processes 
through which they pass, or (2) 
similarity of raw materials used, or 
(3) similarity in style, shape or use 
of finished products. 

The taxpayer establishes the cate- 
gories or pools when it files its first 
return under LIFO. These cate- 
gories or pools are subject to Treas- 
ury review and change but the 
Treasury administration of LIFO 


LIFO Method of Inventory Valuation 


(Continued from page 6) 


CTR) 


has tended to become more and 
more liberal as the number of tax- 
payers on LIFO increased and as 
a better understanding was reached 
concerning the problems facing 
LIFO taxpayers. 

There is as yet no official guide 
as to how broad the inventory class- 
ifications may be nor as to the in- 
dices that may be used. The regu- 
lations were amended in Novem- 
ber, 1949 to permit the use of “‘dol- 
lar value” LIFO, but no definition 
of the term “dollar value method” 
is contained in the regulations nor 
are there any rulings on the appli- 
cation of the method to multiple 
item inventories. Until a Treasury 
ruling or additional litigation clari- 
fies the extent to which broad dollar 
value pools may be used, taxpayers 
electing this method of valuation 
must be guided by what is reason- 
able in the light of the basic re- 
quirement of all inventory methods, 
viz., that they clearly reflect in- 
come. 
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